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CAUTION REGARDING FORWARD LOOKING STATEMENTS

This Annual Report on Form 10-K contains many forward-looking statements, including statements regarding
product plans, future growth and market opportunities, that involve risks and uncertainties. In some cases, you can
identify these forward-looking statements by the use of words such as “expect,” “plan,” “anticipate,” “believe,”
“estirnate” or “‘continue.” Any statements that refer to expectations, projections or other characterizations of future
events or circumstances are forward-looking statements. Qur Management’s Discussion and Analysis of Financial
Condition and Results of QOperations contains many such forward-looking statements. Our forward-looking
statements involve risks; uncertainties and situations that may cause our actual results, level of activity, performance
or achievements to be different from what is anticipated or implied by those statements. The risk factors and other
cautionary language in this Annual Report on Form 10-K describe risks, uncertainties and events thut may cause our
actual results to differ from the expectations described or implied in our forward-looking statements.

You should not place undue reliance on these forward-looking statements, which apply only as of the date of
this report. We do not undertake to update or revise any forward-looking statement, whether as a result of new
information, future events or otherwise, except as required by law.

EXPLANATORY NOTE

In this Annual Report on Form 10-K, we are restating our consolidated balance sheet as of December 31, 2005,
and the related consolidated statements of operations, stockholders’ equity and comprehensive income (loss), and
cash flows for the years ended December 31, 2005 and 2004 as a result of a voluntary review of our historical stock
option granting practices and related accounting issues. We are also restating the unaudited quarterly condensed
consolidated financial statements for interim periods of 2005, and the unaudited condensed consolidated balance
sheets for the first three quarters of 20006. This restatement is more fully described in “Restatement of Consolidated
Financial Statements” in Note 3 of the Notes 10 Consolidated Financial Statements and in ltem 7, “Management’s
Discussion and Analysis of Financial Condition and Results of Operations”.

This Annual Report on Form 10-K also reflects the restatement of “Selected Financial Data” in Item 6 for the
four consecutive years in the period ended December 31, 2005, “Management’s Discussion and Analysis of
Financial Condition and Results of Operations” in Itern 7 for the two years ended December 31, 2005 and 2004, and
“Financial Statements and Suppiementary Data” in Item 8 for the interim quarters in 2003 and the first three interim
quarters in 2006.

Previously filed Annual Reports on Form 10-K and Quarterly Reports on Form 10-Q affected by the
restatements have not been amended and should not be relied upon.

The increase in stock-based compensation expense resulting from the restatement is as follows (in thousands):

Pre-Tax After Tax
As {income) (Income)
As Previously Expense Expense

Restated Reported Adjustments Adjustments

For the year ended December 31,

1999......... e $3722 % 3,686 $ 36 $ 36
2000, .. s 25,066 7,522 17,544 17,544
2000, .. 26,802 14,225 12,577 12,577
2002, e 4,712 4,880 (168) (168)
2003 3,944 2,348 1,596 1,596
Total impact 199%t0 2003 .. .............. 64,246 32,661 31,585 31,585
2004, .. 4,906 4,982 (76) (76)
2005, .. s 1,734 1,743 &) (9)
2006, . ... s 3.451 3,451 — —
Total . ... . $74,337  $42,837 $31,500 $31,500




From our inception, we have provided a full valuation allowance against all of our United States federal and
state net deferred tax assets in accordance with the provisions of Statement of Financial Accounting Standard
(“SFAS™) No 109, Accounting for Income Taxes. In connection with the required stock-based compensation
adjustments, we recorded additional deferred tax assets of $618,000 and a corresponding fuil valuation allowance
for the incremental stock-based compensation expense over the option vesting periods for grants to individuals who
were employed in tax jurisdictions where a tax deduction was available. Accordingly, we have not recorded any tax
benefit in the consolidated statements of operations. The payroll taxes associated with remeasured stock options as a
result of the voluntary review of our historical stock option granting practices were inconsequential.

Our restatement also reflects previously unrecorded adjustments for the years ended December 31, 2004, 2003,
2002 and 2001 for support and services revenues and allowance for doubtful accounts expense not related to
accounting for stock options that were previously deemed to be immaterial on an interim and annual basis to our
consolidated financial statements.

We have also restated our deferred tax assets as of December 31, 2005 reducing our net operating loss and
research and development tax credit carryforwards. Upon review, we determined that such carryforwards did not
properly consider the impact of various statutory limitations and as a result, deferred tax assets were overstated by
approximately $34.6 million. This adjustment did not impact our consolidated statements of operations, balance
sheets, stockholders’ equity and comprehensive income {loss), and cash flows as our deferred tax assets are subject
to valuation allowance. Our net operating loss and research and development tax credit carryforwards are more fully
described in Note 16, “Income Taxes,” in the Notes to Consolidated Financial Statements.

In addition, we have restated the pro forma expense under Statement of Financial Accounting Standards
No. 123, Accounting for Stock-Based Compensation, in Note 13, “Stockholders’ Equity,” in the Notes to
Consolidated Financial Statements to include these adjustments for the years ended December 31, 2005 and 2004.




PART I

ITEM 1. BUSINESS
Overview

Interwoven is a provider of content management software solutions. Our software and services enable
organizations to leverage content to drive business growth by maximizing online business performance, increasing
collaboration and streamlining business processes. Qur approach combines user-friendly simplicity with IT
performance and scalability to unlock the value of content. Today, over 4,000 enterprise and professional services
organizations in 50 countries worldwide have chosen Interwoven.

We were incorporated in California in March 1995 and reincorporated in Delaware in October 1999. Our
principal office is located at 160 East Tasman Drive, San Jose, California 95134 and our telephone number at that
location is (408) 774-2000. We maintain a Web site at www.interwoven.com. We make available free of charge
through this Web site our Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on
Form 8-K and amendments to these reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act
as soon as reasonably practicable after filing such material electronically or otherwise furnishing it to the Securities
and Exchange Commission. Investors can also obtain copies of our filings with the Securities and Exchange
Commission from the Securities and Exchange Commission Web site at www.sec.gov.

Interwoven Solutions and Products
Solution Areas

Interwoven provides solutions for the enterprise, professional services and global capital markets,

Interwoven Solutions for the Enterprise

Interwoven helps organizatibns extend and protect their brands, optimize their online presence and provide a
consistent and engaging experience across their points of contact with their customers. Qur sclutions include:

* Interwoven Web Content Management enables organizations to transform their online presence, protect
their brand online, comply with corporate governance standards and improve operational efficiency across
Web-based initiatives.

* Interwoven Digital Asset Management enables self-service access to current and approved rich-media
marketing content and allows marketing organizations to better promote products and brands.

» Interwoven Composite Application Provisioning standardizes the method by which changes to code, content
and configuration are aggregated, synchronized and deployed. This solution increases efficiency and
reduces provisioning costs, accelerates application time-to-market, and eliminates error-prone manual
processes,

* Interwoven Collaborative Document Management allows organizations to better manage the creation,
distribution and use of documents, enabling businesses to get to market faster, accelerate the negotiation and
contract process, understand intellectual property, manage written assets and improve the productivity of
people and content inside and outside the enterprise,

* Interwoven Segmentation and Analytics enables marketing organizations to deliver more compelling and
relevant online experiences, target content and offers to high value segments, and optimize the return on
customer interactions based on analyzed behavior, resulting in increased conversions, greater competitive
differentiation and more interactive dialogues with customers.

* Interwoven Multivariable Testing and Website Optimization optimizes a wide range of online marketing
elements, such as landing pages, registration pages, shopping carts, credit card pages, banner ads, email
creatives and Web applications. By exposing different combinations of content to different visitors and then
measuring visitors’ actions, this solution can identify the most compelling combination of content and layout
to drive increased online conversions.




Interwoven Solutions for Professional Services

Many proféssional services firms, legal firms, accounting firms and management consultants rely on Inter-
woven o improve their practices, help mitigate regulatory risk, streamline processes and enhance client service.
Professional services firms use our solutions 10 manage the entire client engagement lifecycle, share information
securely throughout their business and with clients, enhance worker efficiency, enhance mobile productivity and
retain client-related information — including e-mail — in one place. These solutions include:

+ Interwoven Practice Support enables firms Lo manage the workflow of new business intake and conflicts
checking, to improve efficiency, mitigate risks to the firm and reduce the amount of time professionals spend
on non-billable activities.

* Interwoven Electronic Client File enables firms to protect intellectual capital in a secure, centralized
repository, improve productivity, accelerate user adoption with little or no training and provide convenient
access.

* Interwoven records management solution enables organizations to implement effective unified physical and
electronic records retention policies and is designed to improve control over storage costs and reduce risk of
loss or unauthorized access.

* Interwoven Universal Search — Professional Services Edition delivers a highly tailored and comprehensive
search solution that spans firm-wide repositories and provides a simple Web interface with rich tools to
refine search results for end-users.

Interwoven Solutions for Global Capital Markets

Interwoven provides solutions for improving trade-related operations for over-the-counter (“OTC”) deriva-
tives markets and ensuring regulatory compliance in the capital markets. The Interwoven Global Capital Markets
suite enables automation of post-trade operations, workflow and bilateral counterparty messaging for OTC
derivatives. Interwoven is a partner with leading service providers to the capital markets, such as Depository
Trust and Clearing Corporation (“DTCC”) and Interwoven MessageConnect enables our customers to mitigate their
trade settlement risk. These solutions include:

* Interwoven P2P (peer-to-peer) is a standardized communication platform that enables streamlined mes-
saging and workflow for automated OTC derivatives confirmations. Interwoven P2P also provides a solution
that enables peer-to-peer messaging for secure, bilateral messaging between transaction counterparties.

= Interwoven MessageConnect enables mitigation of trade confirmation and settlerment risks by enabling
seamless connectivity with market utilities such as DTCC.

* Interwoven Trade Lifecycle solution enables financial services customers 10 automate the entire realm of
trade-related documentation and workflow.

Producis

Interwoven solutions help facilitate a wide range of customer initiatives, including brand management,
document management, collaboration, enterprise portals, intranet and extranet management, global Web Content
Management, multivariable testing, Website optimization, content distribution, corporate governance and online
self-service. Each component of our sofiware platform is designed to perform a set of functions critical to
employing content for our customers’ purposes — from creation at the desktop to sharing, publishing, archiving
and disposing of content across an organization. While each component of this platform can provide its set of
capabilities to other content repositories, customers can achieve additional benefits when these components operate
in an integrated environment. Our platform is developed on a service-oriented software architecture, enabling
customers {o integrate our products with their existing infrastructures, including Java 2, Microsoft. NET and Linux
software environments. Built on open standards with exposed and published interfaces, developers can write
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applications on top of our technology for integration across their software environment. We offer the following
products:

» Document Management — Interwoven WorkSite™ provides collaboration and document management
capabilities that enable organizations to capture, develop, manage, share, review, approve and archive
multiple forms of electronic media. WorkSite is designed to provide quick and intuitive document storing,
location and retrieval within an environment that provides rich collaboration and project based context 1o
capture the highest level of organizational knowledge and facilitate team information exchange. With
WorkSite, documents, e-mails, voicemail, images, schedules, tasks and calendars are combined within a
single project environment that provides a comprehensive set of document handling features, including
check-in/check-out, version control, full-text and metadata search and document-level security and
permissions.

» Web Content Management — Interwoven Web Content Management Suite provides the capabilities needed
to build, deploy and integrate content management for the enterprise. With Interwoven Web content
management, companies can easily and cost effectively create and manage up to hundreds of thousands of
Websites. Companies can centralize the control of site architecture, navigation and presentation, distribute
site development, depioyment and ongoing management to individual business units, and improve the ability
of content contributors and editors to add, modify, and approve content within the context of individual Web
initiatives. Interwoven Web content management provides the foundation and tools for effectively using the
Web and all of its complex permutations to increase business value, improve productivity, and reduce
information technology expenses. The suite is made up of the following products:

* Interwoven TeamSire® provides a content management platform to manage authoring, site design and
layout, workflow and approval, archiving and content tagging.

» Interwoven TeamPortal™ enables content contributors, reviewers and approvers to access the TeamSite
system via industry-standard portals, such as IBM WebSphere and BEA WebLogic.

* Interwoven LiveSite® powers dynamic, online content delivery and Web 2.0 capabilities such as blogs,
Really Simple Syndication and other social computing functionality.

* [nterwoven MetaTagger® automates the tagging of content to increase accessibility and relevance for
customers.

* [nterwoven OpenDeploy® provides multi-tiered, multi-stage, transaction based deployment and provi-
sioning of content, code, and configurations.

* Interwoven Targeting provides user segmentation, rules creation and management and dynamic, targeted
content delivery.

» Multivariable Optimization — Interwoven Optimost provides a multivariable testing and Website optimi-
zation solution on a software-as-a-service delivery model.

* Digital Asset Management — Interwoven MediaBin® helps organizations effectively manage, distribute,
and publish the thousands of customer-facing digital assets our customers typically use to promote products
and brands. MediaBin enables marketing teams to provide their global sales force and business partners with
instant, self-service access to current and approved marketing content — including photographs, logos,
presentations, audio, video and more. When used in conjunction with Interwoven TeamSite, MediaBin
streamlines the usage of rich media content across global Web properties and other channels.

* Records Managemeni— Interwoven RecordsManager provides for the application and management of
retention policy for paper, electronic documents and e-mail in a single solution. Enabling the management of
all forms of records, Interwoven RecordsManager aids organizations in controlling records consistently and
effectively across offices, media types and systems, reducing the cost of managing records and the risk from
inconsistent application of records policies. Interwoven RecordsManager is integrated with WorkSite.

» Unified Search— Interwoven Universal Search — Professional Services Edition unifies content across
multiple internal and external content sources within a single search environment and presents easy to
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névigate resules quickly in a user-friendly Web interface, with enhanced filtering capabilities. Interwoven
Universal Search — Professional Services Edition is powered by Vivisimo Velocity, a third party software
vendor.

v

* E-Mail Management— Interwoven E-Mail Management provides organizations a multiple-path solution to
assist in the capture and storage of e-mail within the unified context of a project, engagement or maiter
file — reducing the burden on e-mail servers, and transforming e-mail from an isolated knowledge source
into an asset that can be shared across all locations, easily and securely.

+ Content Integration — Conteni Intepration Module provides an integration framework for connecting
content-centric business processes and systems. For example, this module enables integration between
our products such as Interwoven MetaTagger, Interwoven WorkSite MP and Interwoven TeamSite.

Support and Service

Customer Support. Our customer support service allows customers to receive product updates and is
designed to quickly and effectively address technical issues as they arise. Qur support personnel provide resolution
of technical inquiries and are available to customers by telephone, e-mail and through our Web site. We use a
customer service automation system to track each customer inquiry through to satisfactory resolution. Our customer
support is generally offered on an annual subscription basis,

Consulting. We offer strategic consulting and implementation services to our customers for the deployment
of our software and the integration of our applications with third-party software. Qur professional services team
works directly with our customers as well as with our resellers and strategic partners. We have and continue to
employ third-party subcontractors to accommodate customer demands in excess of the capacity of our in-house
consulting organization. Our consulting services are generally offered on a time and materials basis.

Training. We offer a training curriculum for our customers, partners and system integrators designed to
provide the knowledge and skills to deploy, use and maintain our products successfully. These training classes focus
on the technical aspects of our products as well as related best practices and business processes. We hold classes in
various tocations, including our training facilities in San Jose, California; Rockville, Maryland; and Chicago,
Itlinois; and in Europe and Asia Pacific. We generally charge a daily fee for such classes. Web-based training is also
available on a per-course basis online course as well as education consulting on a time and materials basis to address
customer-specific curriculum needs. :

Customers

Our software products and services are marketed and sold to a diverse group of customers in a broad range of
industries, Our customers typically include businesses locking to unify people, content and processes to reduce
business risk, accelerate time-lo-value and/or sustain lower total cost of ownership. We believe that our customers
typically consider content management applications to be critical to their success. As of September 30, 2007, over
4,000 companies had licensed our software products. No single customer accounted for 10% or more of our total
revenues in the years ended December 31, 2006, 2005 or 2004. Revenues from customers in the United States of
America accounted for 64%, 68% and 66% of our total revenues in the years ended December 31, 2006, 2005 and
2004, respectively.

Sales and Marketing

We market and license our software products and services primarily through a direct sales force, and we
augment our sales efforts through relationships with technology vendors, professional service firms, systems
integrators and other strategic partners. We have sales offices and maintain operations in Australia, France,
Germany, Hong Kong, Italy, India, Japan, the Netherlands, People’s Republic of China, Singapore, South Korea,
Spain, Sweden, Taiwan, the United Kingdom and in various locations throughout the United States. Reflecting our
commitment to our international initiatives, we have introduced localized versions of our software for several major
European and Asia Pacific markets.




We have developed an indirect sales channel by establishing relationships with technology vendors, profes-
stonal services firms and systems integrators that recommend and, when appropriate, resell our products. Several of
our partners have also built add-on products to extend the functionality of our software. We believe that our business
is not substantially dependent on any one technology vendor, professional services firm or system integrator.
However, our relationships with these entities on the whole are critical to our success.

Our ability to grow revenue in future periods will depend in large part on how successfully we recruit, train and
retain sufficient direct sales, technical and customer support personnel, and our ability to establish and maintain
strategic relationships with technology vendors, professional services firms and systems integrators.

Research and Development

Since our inception, we have devoted significant resources to develop our products, solutions and technol-
ogies. We believe that our future success will depend, in large part, on our ability to develop new product offerings
and enhance and extend the features of our existing products. Qur product development organization is responsible
for product architecture, core technology, quality assurance, documentation and expanding the ability of our
products to operate with leading hardware platforms, operating systems, database management systems and key
electronic commerce transaction processing standards. We currently have research and development operations in
San Jose, California; Chicago, Hlinois; Atlanta, Georgia; Austin, Texas and in Bangalore, India.

Our research and development expenditures were $35.1 mitlion, $31.5 million and $31.8 million in the years
ended December 31, 2006, 2005 and 2004, respectively. All research and development expenditures have been
expensed as incurred. We have devoted and expect to continue to devote substantial resources to our research and
development activities.

Acquisitions

4
An acquisition program is an important element of our overall corporate strategy and, over the past several
years, we have focused on expanding our product offerings in the content management market through acquisition.
In recent years, we have added through acquisition of products and solutions with digital asset management,
collaborative document management, records management, content publishing, targeted content optimization and
capital markets vertical market capabilities.

Competition

The content management market is rapidly changing and intensely competitive. We have experienced and
expect to continue to experience increased competition from current and potential competitors. Our current
competitors include:

* companies addressing needs of the market in which we compete such as EMC Corporation, [BM, Microsoft
Corporation, Open Text Corporation, Oracle Corporation, Vignette Corporation and Xerox Corporation;

* intranet and groupware companies, such as IBM, Microsoft Corporation and Novell, Inc.; .
* open source vendors, such as RedHat, Inc., OpenCms and Mambo; and
* in-house development efforts by our customers and partners.

We also face potential competition from our strategic partners, such as Microsoft Corporation and IBM, or
from other companies that may in the future decide to compete in our market, including companies that currently
only compete with us for sales to small and medium sized enterprises. Many of our existing and potential
competitors have longer operating histories, greater name recognition and greater financial, technical and mar-
keting resources than we do. Many of these companies can also take advantage of extensive customer bases and
adopt aggressive pricing policies to gain market share. Potential competitors may bundle their products in a manner
that discourages users from purchasing our products or makes their products more appealing. For example, during
the second half of 2006, Microsoft Corporation bundled a content management solution, SharePoint Server 2007,
into its Microsoft Office suite of products. Barriers 10 entering the content management software market are
relatively low. Competitive pressures may also increase with the consolidation of competitors within our market and
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partners in our distribution channel, such as the acquisition of Stellent, Inc. by Oracle Corporation; Captiva
Software Corporation, Documentum, Inc. and RSA Security Inc. by EMC Corporation; FileNet, Inc. by IBM;
Artesia Technologies, Inc. and Hummingbird, Ltd. by Open Text Corporation and TOWER Technology Pty Ltd. and
Epicentric, Inc. by Vignette Corporation.

We believe that the principal competitive factors in the market for content management solutions are:

* breadth of the enterprise content management solution;

» product functionality and features;

* coverage of sales force and distribution channel,

+ availability of global support;

* quality and depth of integration of the individual software modules across the full content management suite;,
« case and speed of product implementation;

* hardware implications and the total cost of ownership required 1o deploy content management solutions;
+ financial condition of vendors;

« vendor and product reputation;

» ability of products to support large numbers of concurrent users;

* price;

* security;

+ interoperability with established software;

+ scalability; and

* ease of access and use.

Although we believe that we compete favorably with respect to many of the above factors, our market is
rapidly evolving. We may not be able to maintain our competitive position against current and potential
competitors.

Seasonality

Our business is influenced by seasonal trends, largely due to customer buying patterns. These trends may
include higher license revenues in the fourth quarter as many customers complete annual budgetary cycles and
lower license revenues in the first quarter and summer months when many of our prospects and customers
experience lower sales, particularly in the Europe Our consulting and training services are negatively impacted in
the fourth quarter due to the holiday season, in which fewer billable hours are available for our consultants and
fewer training classes are scheduled by our customers.

Intellectual Property and Other Proprietary Rights

Our success depends in part on the development and protection of the proprietary aspects of our technology as
well as our ability to operate without infringing on the proprietary rights of others. To protect our technology, we
rely primarily on patent, trademark, service mark, trade secret and copyright laws and contractual restrictions.

We require our customers to enter into license agreements that impose restrictions on their ability to reproduce,
distribute and use our software. In addition, we seek to avoid disclosure of our trade secrets through a number of
means, including restricting access to our source code and object code and requiring those entities and persons with
access to agree to confidentiality terms that restrict their use and disclosure. We seek to protect our software,
documentation and other written materials under trade secret and copyright laws, which afford only limited
protection.
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We currently have 32 issued United States patents and 20 issued foreign patents. These patents have remaining
lives ranging from 2 to 16 years, with an average remaining life of 9 years. We also have applied for 6 other patents
in the United States and we have 28 pending foreign patent applications. It is possible that no patents will be issued
frem our currently pending patent applications and that our existing patents may be found to be invalid or
unenforceable, or may be successfully challenged. It is also possible that any patent issued to us may not provide us
with compelitive advantages or that we may not develop future proprietary products or technologies that are
patentable. Additionally, we have not performed a comprehensive analysis of the patents of others that may limit our
ability to do business. While our patents are an important element of our success, our business as a whole is not
materially dependent on any one patent or on the combination of all of our patents.

We rely on software licensed from third parties, including software that is integrated with internally developed
software. These software license agreements expire on various dates from 2008 to 2011 and the majority of these
agreements are renewable with written consent of the parties. Either party may terminate the agreement for cause
before the expiration date with written notice. If we cannot renew these licenses, shipments of our products could be
delayed until equivalent software could be developed or licensed and integrated into our products. These types of
delays could seriously harm our business. In addition, we would be sertously harmed if the providers from whom we
license our software ceased to deliver and support reliable products, enhance their current products or respond to
emerging industry standards. Moreover, the third-party software may not continue to be available to us on
commercially reasonable terms or at all.

Despite our efforts to protect our proprietary rights and technology, unauthorized parties may attempt to copy
aspects of our products or obtain the source code to our software or use other information that we regard as
proprietary or could develop software competitive to ours. Policing unauthorized use of our products is difficult, and
while we are unable to determine the extent to which piracy of our software exists, software piracy may become a
problem, Our means of protecting our proprietary rights may not be adequate. Litigation may be necessary in the
future to enforce our intellectual property rights, to protect our trade secrets, to determine the validity and scope of
the proprietary rights of others or to defend against claims of infringement or invalidity. Any such litigation could
result in substantial costs and diversion of resources, which could have a material adverse effect on our business,
operating results and financial condition.

Our competitors, some of whom have greater resources and have made substantial investments in competing
technologies, may have applied for or obtained, or may in the future apply for and obtain, patents that will prevent,
limit or otherwise interfere with our ability to make and license cur products. We have not conducted an
independent review of patents issued to third parties. It is possible that one or more third partics may make
claims of infringement or misappropriation against us or third parties from whom we license technology. Any claim
or any other claims, with or without merit, could be costly and time-consuming to defend, cause us to cease making,
licensing or using products that incorporate the challenged intellectual property, require us to redesign or reengineer
our products, if feasible, divert our management’s attention or resources, or cause product delays. In addition, we
may decide to pay substantial settlement costs in connection with any claim, whether or not successfully asserted
against us. If our product is found to infringe a third party’s proprietary rights, we could be required to enter into
royalty or licensing agreements to be able to sell our products. Royalty and licensing agreements, if required, may
not be available on terms acceptable to us, if at all. A successful claim of infringement or misappropriation against
us or third-party licensors in connection with the use of our technology, or a large settlement paid by us in
connection with any claim, could adversely affect our business.

Employees

As of December 31, 2006, we employed 774 people, including 234 in sales and marketing, 232 in research and
development, 215 in support and professional services and 93 in general and administrative functions. Of our
employees, 528 were located in North America, 155 were located in the Asia Pacific region and 91 were located in
Europe. Our future success depends in part on our ability to attract, hire and retain qualified personnel. None of our
employees are represented by a labor union, other than statutory unions required by law in certain European
countries. We have not experienced any work stoppages and consider our relations with our employees to be good.
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ITEM 1A. RISK FACTORS

We operate in a dynamic and rapidly changing business environment that involves many risks and uncer-
tainties. In this section, we discuss factors that could cause, or contribute to causing, actual results to differ
materially from what we expect or from any historical patterns or trends. As you evaluate our business, you should
consider the risks and uncertainties described below, as well as cautionary language elsewhere in this Annual Report
on Form 10-K and in our subsequent filings with the Securities and Exchange Commission.

The Audit Commitiee review of our historical stock option practices and resulting restatement has been
time consuming and expensive, and may have a material adverse effect on us.

The Audit Committee review of our historical stock option granting practices and the related restatement
activities have required us to expend a significant amount of mahagement time and to incur significant accounting,
legal and other expenses. It is difficult for us to predict how much time will be required for us to resolve any
follow-up matters that may arise as a result of the review and restatement, or what additional resources may be
required, The cost and time required to complete any follow-up reguired as a result of the Audit Committee review,
and to complete the restatement of our consolidated financial statements and the filing of our periodic reports with
the Securities and Exchange Commission may have a material adverse effect on our operating results or cause the
price of our common stock to decline.

We may be named in lawsuils in the future. Any such litigation could become time consuming and
expensive and could result in the payment of significant judgments and settlements, which could have a
material adverse effect on our financial condition and results of operations.

We may face future government actions, shareholder or derivative lawsuits and other legal proceedings related
to the Audit Committee review of our historical stock option practices and the related restatement activities. We
cannot predict when and whether any such lawsuits or other actions will occur, nor can we predict the outcome of
any such lawsuits or other actions, or the amount of time and expense that will be required to resolve these lawsuits
or other actions. If any such lawsuits or other actions occur, they may be time consuming and expensive, and
unfavorable outcomes in any such cases could have a materially adverse effect on our business, financial condition
and results of operations. Any of these events may require us to expend significant management time and to incur
significant accounting, legal and other expenses, which could divert attention and resoufces from our business and
adversely affect our financial condition and results of operations.

Our insurance coverage may not cover all or part of any such lawsuits or actions, in part because we have a
significant deductible on certain aspects of the coverage. In addition, subject to certain limitations, we may be
obligated to indemnify our current and former directors, officers and employees. We currently hold insurance
policies for the benefit of our directors and officers, but it may not be sufficient to cover costs we may incur.
Furthermore, the insurers may seek to deny or limit coverage in these matters, in which case we may have to self-
fund all or a substantial portion of our indemnification obligations. If we need to self-fund, there is no assurance that
we will prevail in our efforts to recover payment from our insurers.

Failure to maintain effective internal control over financial reporting may cause us to delay filing our
periodic reports with the Securities and Exchange Commission, affect our NASDAQ Global Market listing
and adversely affect our stock price. '

Under Securities and Exchange Commission rules, we are required to include a report of management on our
internal control over financial reporting in our. Annual Report on Form 10-K that contains an assessment by
management of the effectiveness of our internal control over financial reporting. In addition, our independent
registered public accounting firm must attest to and report on management’s assessment of the effectiveness of the
internal control over financial reporting. If we determine that our internal control over financial reporting is not
effective, investors may lose confidence in the reliability of our financial statements, which could negatively impact
the price of our common stock.

The Securities and Exchange Commission may disagree with the manner in which we have accounted for and
reported, or not reported, the financial impact of the stock option grants that are being remeasured, and there is a risk
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that its inquiry could lead to circumstances in which we may have to further restate our prior consolidated financial
statements, amend prior filings with the Securities and Exchange Commission, or otherwise take other actions not
currently contemplated. In addition, the Securities and Exchange Commission may issue guidance or disclosure
requirements related to the financial impact of past option grant measurement date errors that may require us to
amend this filing or prior filings with the Securities and Exchange Commission to provide additional disclosures
pursuant to this ghidance. Any such circumstance could also lead to future delays in filing our subsequent Securities
and Exchange Commission reports and, ultimately, the delisting of our common stock from The NASDAQ Global
Market, '

We have not been in compliance with NASDAQ listing requirements and remain subject to the risk of our
common stock being delisted from The NASDAQ Global Market, which could, among other things,
reduce the price of our common stock and the levels of liguidity available to our stockholders.

Pending completion of our Audit Committee’s review of our historical stock option granting practices and
related accounting, we were delinquent in filing our periodic reports with the Securities and Exchange Commission
and, consequently, we were not in compliance with applicable NASDAQ listing requirements and our common
stock became subject to delisting from The NASDAQ Global Market. The Board of Directors of The NASDAQ
Stock Market, LLC called for review and stayed a decision of the NASDAQ Listing and Hearings Review Council
to suspend cur common stock from trading on The NASDAQ Global Market on December 5, 2007 if we did not file
all our delinquent Securities and Exchange Commission reports and restatements by December 3, 2007, permitting
our common stock to remain listed on The NASDAQ Global Market until we were able to file this Annual Report on
Form 10-K for the year ended December 31, 2006 and our Quarterly Reports on Form 10-Q for the periods ended
March 31, 2007, June 30, 2007 and September 30, 2007. We are waiting to receive confirmation that we have
remedied our non-compliance with NASDAQ listing requirements. If, after completion of its compliance protocols,
The NASDAQ Stock Market does not confirm that we are in compliance with the applicable listing requirements,
our common stock may be delisted from The NASDAQ Global Market and it would be uncertain when, if ever, our
common stock would be relisted. Even if we do regain compliance with the applicable NASDAQ listing
requirements, our common stock could be delisted in the future if we do not maintain compliance with applicable
NASDAQ listing requirements. For example, we will not be able to hold our 2007 Annual Meeting of Stockholders
on or before December 31, 2007, which would constitute a failure to meet applicable NASDAQ listing require-
ments. It is expected that we will receive a Staff Determination Letter from NASDAQ notifying us that our common
stock would be subject to delisting as a result of our noncompliance with NASDAQ listing requirements for failure
10 hold an annual meeting of stockholders on a timely basis, and of our right to request a hearing before the
NASDAQ Listing Qualifications Panel. If our common stock is delisted from The NASDAQ Global Market, there
can be no assurance that our commen stock would be relisted or we will be able to obtain listing of our common
stock on another national securities exchange. If we are not successful in listing our common stock on a national
securities exchange, the price of our common stock, the ability of our stockholders to trade in our stock, and our
ability to raise capital could be adversely affected.

We have only recently begun to report net income and may not be able to sustain profitability.

We have incurred operating losses for most of our history. Although we have recently begun reporting net
income, we had an accumulated deficit of $431.0 million as of December 31, 2006 ($418.0 million as of
September 30, 2007). We must increase both our license and support and service revenues to sustain profitable
operétions and positive cash flows. If we are able to maintain profitability and positive cash flows, we cannot assure
you that we can sustain or increase profitability or cash flows on a quarterly or annual basis in the future. Failure to
achieve such financial performance would likely cause the price of our common stock to decline. In addition, if
revenues decline, resulting in greater operating losses and significant negative cash flows, our business could fail
and the price of our common stock would decline.
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Many factors can cause our operating results to fluctuate and if we fail to satisfy the expectations of
investors or securities analysts, our stock price may decline.

Our quarterly and annual operating results have fluctuated significantly in the past and we expect unpre-
dictable fluctuations in the future. The main factors impacting these fluctuations are likely to be:

* the discretionary nature of our customers’ purchases and their budget cycles;

* the inherent complexity, length and associated unpredictability of our sales cycle;

+ seasonal fluctuations in information technology purchasing;

« the success or failure of any of our product offerings to meet with customer acceptance;
* delays in recognizing revenue from license transactions;

* timing of new product releases;

* timing of large customer orders;

» changes in competitors’ product offerings;

+ sales force capacity and the influence of reselters and systems integrator partners;

= our ability to integrate newly acquired products or technologies with our existing products and effectively
sell newly acquired or enhanced products; and

» the level of our sales incentive and commission-related expenses.

Many of these factors are beyond our control. Further, because we experience seasonal variations in our
operating results as part of our normal business cycle, we believe that quarterly comparisons of our operating results
are not necessarily meaningful and that you should not rely on the results of one quarter as an indication of our
future performance. If our results of operations do not meet our public forecasts or the expectations of securities
analysts and investors, the price of our common stock is likely to decline.

Sales cycles for our products are generally long and unpredictable, so it is difficult to forecast our future
results.

The length of our sales cycle — the period between initial contact with a prospective customer and the licensing of
our software applications — typically ranges from six to twelve months and can be more than twelve months. Customer
orders often include the purchase of multiple products. These kinds of orders are complex and difficult to complete
because prospective customers generally consider a number of factors over an extended period of time before committing
to purchase a suite of products or applications. Prospective customers consider many factors in evaluating our software,
and the length of time a customer devotes to evaluation, contract negotiation and budgeting processes vary significantly
from company to company. As a result, we spend a great deal of time and resources informing prospective customers
about our solutions and services, incurring expenses that will lower our operating margins if no sale occurs. Even if a
customer chooses to buy our software preducts or services, many factors affect the timing of revenue recognition as
defined under accounting principles generally accepted in the United States of America, which makes our revenues
difficult to forecast. These factors contributing to the timing variability of revenue recognition include the following:

+ Licensing of our software products is often an enterprise-wide decision by our customers that involves many
customer-specific factors, so our ability to make a sale may be affected by changes in the strategic importance
of a particular project to a customer, budgetary constraints of the customer or changes in customer personnel.

* Customer approval and expenditure authorization processes can be difficult and time consuming, and delays
in the process could impact the timing and amount of revenues recognized in a quarter.

» Changes in our sales incentive plans may have unexpected effects on our sales cycle and contracting
activities.

* The significance and timing of our software enhancements, and the introduction of new software by our
competitors, may affect customer purchases.

14




Our sales cycles are affected by intense customer scrutiny of sofiware purchases regardless of transaction size.
If our sales cycles lengthen, our future revenue could be lower than expected, which would have an adverse impact
on our consolidated operating results and could cause our stock price to decline.

Our sales incentive plans are primarily based on quarterly and annual quotas for sales representatives and some
sales support personnel, and include accelerated commission rates if a representative exceeds their assigned sales
quota. The concentration of sales orders with a small number of sales representatives has resulted, and in the future
may result, in commission expense exceeding forecasted levels, which would result in higher sales and marketing
expenses.

Contractual terms or issues that arise during the negotiation process may delay anticipated transactions
and revenue.

Because our software and solutions are often a critical element of the information technology systems of our
customers, the process of contractual negotiation is often protracted. The additional time needed to negotiate
mutually acceptable terms that culminate in an agreement to license our products can extend the sales cycle.

Several factors may require us to defer recognition of license revenue for a significant period of time after
entering into a license agreement, including instances in which we are required to deliver either specified additional
products or product upgrades for which we do not have vendor-specific objective evidence of fair value. We have a
standard software license agreement that provides for revenue recognition assuming that, among other factors,
delivery has taken place, collectibility from the customer is probable and no significant future obligations or
customer acceptance rights exist. However, customer negotiations and revisions to these terms could have an impact
on our ability to recognize revenue at the time of delivery.

In addition, slowdowns or variances from our expectations of our quarterly licensing activities may result in
fewer customers, which could result in lower revenues from our customer training, consulting services and
customer support organizations. Qur ability to maintain or increase support and service revenues is highly
dependent on our ability to increase the number of enterprises that license our software products and the number
of seats licensed by those enterprises. '

Our revenues depend on a small number of products and markets, so our results are vulnerable to
unexpected shifts in demand.

For the years ended December 31, 2006, 2005 and 2004 and for the nine months ended September 30, 2007, we
believe that a significant portion of our total revenue was derived from our Interwoven TeamSite and Interwoven
WorkSite products and related services, and we expect this 1o be the case in future periods. Accordingly, any decline
in the demand for these products and related services will have a material and adverse effect on our consolidated
financial results.

We also derive a significant portion of our revenues from a limited number of vertical markets. In particular,
our WorkSite product is primarily sold to professional services organizations, such as law firms, accounting firms,
consulting firms and corporate legal departments. In addition, we derive a significant amount of our revenue from
companies in the financial services industry. In order to sustain and grow our business, we must continue to sell our
software products and services into these vertical markets. Shifts in the dynamics of these vertical markets, such as
new product introductions by our competitors, could seriously harm our prospects. Further, our reliance on a limited
number of vertical markets exposes our operating results to the same macroeconomic risks and changing economic
conditions that affect those vertical markets. For example, if the recent turbulence in the financial markets
continues, our customers in the financial services industry may reduce spending and our results could suffer.

To increase our sales outside our core vertical markets, for example to large multi-national corporations in
manufacturing, telecommunications and governmental entities, requires us to devote time and resources to hire and
train sales employees familiar with those industries. Even if we are successful in hiring and training sales teams,
customers in other industries may not need or sufficiently value our products.
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Support and service revenues have represented a large percentage of our total revenues. Our support and
service revenues are vulnerable to reduced demand and increased competition.

Our support and service revenues represented approximately 62%, 61% and 58% of total revenues for the years
ended December 31, 2006, 2005 and 2004, respectively, and 62% for the nine months ended September 30, 2007.
Support and service revenues depend, in part, on our ability to license software products to new and exisling
customers that generate foillow-on consulting, training and support revenues. Thus, any reduction in license revenue
is likely to result in lower support and services revenue in the furure,

The demand for consulting, training and support services is affected by competition from independent service
providers and strategic pariners, resellers and other systems integrators with knowledge of our software products.
Factors other than price may not be determinative of whether prospective customers of consulting services engage
us or alternative service providers. We have experienced increased competition for consulting services engage-
ments, which has resulted in an overall decrease in average billing rates for our consultants and price pressure on our
software support products. If our business continues to be affected this way, our support and service revenues and
the related gross margin from these revenues may decline.

For the years ended December 31, 2006, 2005 and 2004, we recognized support revenues of $86.6 million,
$76.8 million and $65.1 million, respectively. Our support agreements typically have a term of one year and are
renewable thereafter for periods generally of one year. Customer support revenues are primarily influenced by the
number and size of new support contracts sold in connection with software licenses and the renewal rate of existing
support contracts. Customers may elect not to renew their support agreements, renew their support contracts at
lower prices or may reduce the license software quantity under their support agreements, thereby reducing our
future support revenue.

Our revenues from international operations are a significant part of our overall operating resulls.

We have established offices in various international locations in Europe and Asia Pacific and we derive a
significant portion of our revenues from these international locations. For the years ended December 31, 2006, 2005
and 2004, revenues from our international operations were approximately 36%, 32% and 34% of our total revenues,
respectively, and were 37% for the nine months ended September 30, 2007. We anticipate devoting significant
resources and management attention to international opportunities, which subjects us to a number of risks and
uncertainties including:

+ difficulties in attracting and retaining staff (particularly sales personnel) and managing foreign operations;
« the expense of foreign operations and compliance with applicable laws;
* political and economic instability;

* the expense of localizing our products for sale in various international markets and providing support and
services in the local language;

* reduced protection for intellectual property rights in some countries;
» protectionist laws and business practices that favor local competitors;

« difficulties in the handling of transactions denominated in foreign currency and the risks associated with
foreign currency fluctuations;

* regulation by United States federal and state laws, including the Foreign Corrupt Practices Act, and foreign
laws, regulations and policies;

» changes in multiple tax and regulatory requirements;

» the effect of longer sales cycles and collection periods or seasonal reductions in business activity; and

= economic conditions in international markets.

Any of these risks could reduce revenues from international locations or increase our cost of doing business

outside of the United States.
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The timing of large customer orders may have a significant impact on our consolidated financial results
Jfrom period to period.

QOur ability to achieve our forecasted quarterly earnings is dependent on receiving a significant number of
license transactions in the mid to high six-figure range or possibly even larger orders. From time to time, we receive
large customer orders that have a significant impact on our consolidated financial results in the period in which the
order is recognized as revenue. We had four individual license transactions in excess of $1.0 million in the nine
months ended September 30, 2007 and we had three, four and three such license transactions in 2006, 2005 and
2004, respectively. Because it is difficult for us to accurately predict the timing of large customer orders, our
consolidated financial results are likely to vary materially from quarter to quarter based on the receipt of such orders
and their ultimate recognition as revenue. Additionally, the loss or delay of an anticipated large order in a given
quarterly period could result in a shortfall of revenues from anticipated levels. Any shortfall in revenues from levels
anticipated by our stockholders and securities analysts could have a material and adverse impact on the trading price
of our commen stock,

We must attract and retain qualified personnel to be successful and competition for qualified personnel is
increasing in our market.

Our success depends to a significant extent upon the continued contributions of our key management,
technical, sales, marketing and consulting personnel, many of whom would be difficult to replace. The loss of one or
more of these employees could harm our business. We do not have key person life insurance for any of our key
personnel, Our success also depends on our ability to identify, attract and retain qualified technical, sales,
marketing, consulting and managerial personnel. Competition for qualified personnel is particularly intense in
our industry and in many of the geographies in which we operate. This makes it difficult to retain our key employees
and to recruit highly qualified personnel. We have experienced, and may continue to experience, difficulty in hiring
and retaining candidates with appropriate qualifications. To be successful, we need to hire candidates with
appropriate qualifications and retain our key executives and employees.

The volatility of our stock price has had an impact on our ability to offer competitive equity-based incentives to
current and prospective employees, thereby affecting our ability to attract and retain highly qualified technical
personnel. If these adverse conditions continue, we may not be able 1o hire or retain highly qualified employees in
the future and this could harm our business. In addition, regulations adopted by The NASDAQ Stock Market
requiring stockholder approval for all stock option plans, as well as regulations adopted by the New York Stock
Exchange prohibiting NYSE member organizations from giving a proxy to vote on equity compensation plans
unless the beneficial owner of the shares has given voting instructions, could make it more difficult for us to grant
options to employees in the future. In addition, SFAS No. 123R, Share-Based Payment, which came into effect on
January 1, 2006, requires us to record stock-based compensation expense for the fair value of equity awards granted
to employees. To the extent that new regulations make it more difficult or expensive to grant equity awards to
employees, we may incur increased cash compensation costs or find it difficult to artract, retain and motivate
employees, either of which could harm our business.

We may not realize the anticipated benefits of past or future acquisitions, and integration of these
acquisitions may disrupt our business and management.

Lt . . C e
In the past, we have acquired companies, products or technologies, such as our recently completed acquisition
of Optimost LLC (“Optimost”), and we are likely to do so in the future. We may not realize the anticipated benefits
of this or any other acquisition and each acquisition has numerous risks. These risks include:

= difficulty in assimilating the operations and personnel of the acquired company;

» difficulty in effectively integrating the acquired technologies or products with our current products and
technologies;

* difficulty in maintaining controls, procedures and policies during the transition and integration;

* disruption of our ongoing business and distraction of our management and employees from other oppor-
tunities and challenges due to integration issues;
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« difficulty integrating the acquired company’s accounting, management information, human resources and
other administrative systems;

* inability to retain key technical and managerial personnel of the acquired business;
« inability to retain key customers, distributers, vendors and other business partners of the acquired business;
« inabitity to achieve the financial and strategic goals for the acquired and combined businesses;

* incurring acquisition-related costs or amortization costs for acquired intangible assets that could impact our
operating results;

* potential impairment of our relationships with employees, customers, partners, distributors or third-party
providers of technology or products; :

= potential failure of the due diligence processes to identify significant issues with product quality, archi-
tecture and development, integration obstacles or legal and financial contingencies, among other things;

» incurring significant exit charges if products acquired in business combinations are unsuccessful;
+ incurring additional expenses if disputes arise in connection with any acquisition;
« potential inability to assert that internal controls over financial reporting are effective;

« potential inability to obtain, or obtain in a timely manner, approvals from governmental authorities, which
could delay or prevent such acquisitions; and

» potential delay in customer and distributor purchasing decisions due to uncertainty about the direction of our
product offerings.

Mergers and acquisitions of high technology companies are inherently risky and ultimately, if we do not
complete the integration of acquired businesses successfully and in a timely manner, we may not realize the benefits
of the acquisitions to the extent anticipated, which could adversely affect cur business, financial condition or results
of operations.

[n addition, the terms of our acquisitions may provide for future obligations, such as our payment of additional
consideration upon the occurrence of specified future events or the achievement of future revenues or other financial
milestones. To the extent these events or achievements involve subjective determinations, disputes may arise that
require a third party to assess, resolve and/or make such determinations, or involve arbitration or litigation. For
example, several of our recent acquisitions have included earn-out arrangements that contain audit rights. Should a
dispute arise over determinations made under those arrangements, we may be forced to incur additional costs and
spend time defending our position, and may ultimately lose the dispute, any of these cutcomes would cause us not to
realize ali the anticipated benefits of the related acquisition and could impact our consolidated results of operations.

Economic conditions and significant world events have harmed and could continue to negatively affect
our revenues and results of operations.

Our revenue growth and profitability depend on the overall demand for our content management software
applications and solutions. The decline in customer spending on many kinds of information technology initiatives
worldwide over the first half of this decade has resulted in lower revenues, longer sales cycles, lower average selling
prices and customer deferral of orders. To the extent that information technology spending, particularly spending on
public-facing Web applications, does not continue to improve or declines from current levels, the demand for our
products and services, and therefore our future revenues, will be negatively affected. Further, declines in our
customers’ markets or in general economic conditions could reduce demand for our software applications and
services, which would negatively affect our future revenues. For example, if the recent turbulence in the financial
markets continues, our customers in the financial services industry may reduce spending and our results could
suffer. If general or market-specific economic conditions worsen, the time it takes us to collect accounts receivable
could lengthen and some accounts receivable could become uncoliectible. As a result of these factors, our
consolidated financial results could be significantly and adversely affected.
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Our consolidated financial results could also be significantly and adversely affected by geopolitical concerns
and world events, such as wars and terrorist attacks. Our revenues and financial results have been and could be
negatively affected to the extent geopolitical concerns continue and similar events occur or are anticipated to occur.

Increasing competition could cause us to reduce our prices and result in lower gross margins or loss of
market share.

The enterprise content management market is rapidly changing and highly competitive. Our current com-
petitors include: .

» companies addressing needs of the market in which we compete such as EMC Corporation, IBM, Microsoft '
Corperation, Open Text Corporation, Oracle Corporation, Vignette Corporation and Xerox Corporation;

» intranet and groupware companies, such as IBM, Microsoft Corporation and Novell, Inc.;
*» open source vendors, such as OpenCms, Mambo and RedHat, Inc.; and
+ in-house development efforts by our customers and partners.

We also face potential competition from our strategic partners, such as Microsoft Corporation and IBM, or
from other companies that may in the future decide to compete in our market, including companies that currently
only compete with us for sales to small and medium sized enterprises. Many existing and potential competitors have
longer operating histories, greater name recognition and greater financial, technical and marketing resources than
we do. Many of these companies can also take advantage of extensive customer bases and adopt aggressive pricing
policies to gain market share. Potential competitors may bundle their preducts in a manner that discourages users
from purchasing our products or makes their products more appealing. For example, during the second half of 2006,
Microsoft Corporation bundled a content management solution, SharePoint Server 2007, into its Microsoft Office
suite of products. Barriers to entering the content management software market are relatively low. Competitive
pressures may also increase with the consolidation of competitors within our market and partners in our distribution
channel, such as the acquisition of Stellent, Inc. by Oracle Corporation; Captiva Software Corporation,
Documentum, Inc. and RSA Security Inc. by EMC Corporation; FileNet, Inc. by IBM; Artesia Technologies,
Inc. and Hummingbird, Ltd. by Open Text Corporation and TOWER Technology Pty Ltd. and Epicentric, Inc. by
Vignette Corporation.

With the intense competition in enterprise content managément, some of our competitors, from time to time,
have reduced their price proposals in an effort to strengthen their bids and expand their customer bases at our
expense. Even if these tactics are unsuccessful, they could delay decisions by some customers who would otherwise
purchase our software products and may reduce the ultimate selling price of our software and services, reducing our
gross margins.

Our future revenues depend in part on our installed customer base continuing to license additional
products, renew customer support agreements and purchase additional services.

Our installed customer base has traditionally generated additional license and support and service revenues. In
addition, the success of our strategic .plan depends on our ability to cross-seil products to our installed base of
customers, such as the products acquired in our recent acquisitions. Our ability to cross-sell new products may
depend in part on the degree to which new products have been integrated with our existing applications, which may
vary with the timing of new product acquisitions or releases. In future periods, customers may not necessarily
license additional products or contract for additional support or other services. Customer support agreements are
generally renewable annually at a customer’s option, and there are no mandatory payment obligations or obligations
to license additional software. Customer support revenues are primarily influenced by the number and size of new
support contracts sold in connection with software licenses and the renewal rate (both pricing and participation) of
existing support contracts. If our customers decide to cancel their support agreements or fail 10 license additional
products or contract for additional services, or if they reduce the scope of their support agreements, revenues could
decrease and our operating results could be adversely affected.
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Because a significant portion of our revenues are influenced by referrals from strategic partners and, in
some cases, sold through resellers, our future success depends in part on those partners, but their
interests may differ from ours.

Our direct sales force depends, in part, on strategic partnerships, marketing alliances and resellers (o obtain
customer leads, referrals and distribution. Approximately 64% of our new license orders from customers for the
year ended December 31, 2006 and the nine months ended September 30, 2007 were influenced by or co-sold with
our strategic partners and resellers. If we are unable to maintain our existing strategic relationships or fail to enter
into additional strategic relationships, our ability to increase revenues will be harmed, and we could also lose
anticipated customer introductions and co-marketing benefits and lose our investments in those relationships. In
addition, revenues from any strategic partnership, no matter how significant we expect it to be, depend on a number
of factors outside our control, are highly uncertain and may vary from period to period. Our success depends in part
on the success of our strategic partners and their ability and willingness to market our products and services
successfully. Losing the support of these third parties may limit our ability to compete in existing and potential
markets. These third parties are under no obligation to recommend or support our software products and could
recommend or give higher priority to the products and services of other companies, including those of one or more
of our competitors, or to their own products. Our inability to gain the support of resellers, consulting and systems
integrator firms or a shift by these companies toward favoring competing products could negatively affect our
software license and support and service revenues.

Some systems integrators also engage in joint marketing and sales efforts with us. If our relationships with
these parties fail, we will have to devote substantially more resources to the sale and marketing of our software
products. In many cases, these parties have extensive relationships with our existing and potential customers and
influence the decisions of these customers. A number of our competitors have longer and more established
refationships with these systems integrators than we do and, as a result, these systems integrators may be more
inclined to recommend competitors’ products and services.

We may also be unable to grow our revenues if we do not successfully obtain leads and referrals from our
customers. If we are unable to maintain these existing customer relationships or fail to establish additional
relationships of this kind, we will be required to devote substantially more resources to the sales and marketing of
our products. As a result, we depend on the willingness of our customers to provide us with introductions, referrals
and leads. Our current customer relationships do not afford us any exclusive marketing and distribution rights. In
addition, our customers may terminate their relationship with us at any time, pursue relationships with our
compelitors or develop or acquire products that compete with our products. Even if our customers act as references
and provide us with leads and introductions, we may not grow our revenues or be able to maintain or reduce sales
and marketing expenses.

We also rely on our strategic relationships to aid in the development of our products. Should our strategic
partners not regard us as significant to their own businesses, they could reduce their commitment to us or terminale
their relationship with us, pursve competing relationships or attempt to develop or acquire products or services that
compete with our products and services.

Fluctuations in the exchange rates of foreign currency, particularly in Euro, British Pound and
Australian Dollar and the various other local currencies of Europe and Asia, may harm our business.

We are exposed o movements in foreign currency exchange rates because we translate foreign currencies into
United States Dollars for reporting purposes. OQur primary exposures have related to operating expenses and sales in
Europe and Asia that were not United States Dollar-denominated. Weakness in the United States Dollar compared
to foreign currencies has significantly increased the cost of our European-based operations in recent periods, as
compared to the corresponding period in the prior year. We are unable to predict the extent to which expenses in
future periods will.be impacted by changes in foreign currency exchange rates. To the extent our international
revenues and operations continue to grow, currency fluctuations could have a material adverse impact on our
consolidated financial condition and results of operations.
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Our stock price may be volatile, and your investment in our commeon stock could suffer a decline in
value.

The market prices of the securities of software companies, including our own, have been extremely volatile
and often unrelated to their operating performance, Broad market and industry factors may adversely affect the
market price of our common stock, regardless of our actual operating performance. Factors that could cause
fluctuations in the price of our stock may include, among other things:

+ actual or anticipated variations in quarterly operating results, or key balance sheet metrics such as days sales
outstanding;

* changes in financial estimates by us or in financial estimates or recommendations by any securities analysts
who cover our stock;

» operating performance and stock market price and volume fluctuations of other publicly traded companies
and, in particular, those that are deemed comparable to us;

» announcements by us or our competitors of new products or services, technological innovations, significant
acquisitions, strategic relationships or divestitures;

* our failure to realize the expected benefits of acquisitions;

* announcements of investigations or regulatory scrutiny of our operations or lawsuits filed against us;
» announcements of negative conclusions about our internal controls;

* articles in periodicals covering us, our competitors or our markets;

= reports issued by market research and financial analysts;

= capital outlays or commitments;

+ additions or departures of key personnel;

» sector factors including conditions or trends in our industry and the technology arena; and

= overall stock market factors, such as the price of oil futures, interest rates and the performance of the
economy.

These fluctuations have made, and may make it more difficult to use our stock as currency to make acquisitions
that might otherwise be advantageous, or to use stock compensation equity instruments as a means (0 attract and
retain employees. Any shortfall in revenue or operating results compared to expectations could cause an immediate
and significant decling in the trading price of our common stock. In addition, we may not learn of such shortfalls
until late in the quarter and may not be able to adjust successfully to these shortfalls, which could result in an even
meore immediate and greater decline in the trading price of our common stock. In the past, securities class action
litigation has often been initiated against companies following periods of volatility in their stock price. If we
become subject to any litigation of this type, we could incur substantial costs and our management’s atiention and
resources could be diverted while the litigation is ongoing.

Our failure to deliver defect-free software could result in losses and harmful publicity.

Our software products are complex and have in the past and may in the future contain defects or failures that
may be detected at any point in the product’s life, We have discovered software defects in the past in some of our
products after their release. Although past defects have not had a material effect on our results of operations, in the
future we may experience delays or lost revenues caused by new defects. Despite our testing, defects and errors may

still be found in new or existing products, and may result in delayed or lost revenues, loss of market share, failure to
achieve market acceptance, reduced customer satisfaction, diversion of development resources and damage to our
reputation. As has occurred in the past, new releases of products or product enhancements may require us to provide
additional services under our support contracts 10 ensure proper installation and implementation.
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Errors in our application suite may be caused by defects in third-party software incorporated into our
applications. If so, we may not be able to fix these defects without the cooperation of these software providers. Since
these defects may not be as significant to cur software providers as they are to us, we may not receive the rapid
cooperation that we may require. We may not have the contractual right to access the source code of third-party
software and, even if we access the source code, we may not be able to fix the defect.

As customers rely on our products for critical business applications, errors, defects or other performance
proeblems of our products or services might result in damage to the businesses of our customers. Consequently, these
customers could delay or withhold payment to us for our software and services, which could result in an increase in
our provision for doubtful accounts or an increase in collection cycles for accounts receivable, both of which could
disappoint investors and result in a significant decline in our stock price. In addition, these customers could seek
significant compensation from us for their losses. Even if unsuccessful, a product liability claim brought against us
would likely be time consuming and costly and harm our reputation, and thus our ability to license products io new
customers, Even if a suit is not brought, correcting errors in our application suite could increase our expenses.

If our products cannot scale to meet the demands of thousands of concurrent users, our targeted
customers may not license our software, which will cause our revenues to decline.

Our strategy includes targeting large organizations that require our enterprise content management software
because of the significant amounts of content that these companies generate and use. For this strategy to succeed,
our software products must be highly scalable and accommodate thousands of concurrent users. If our products
cannot scale to accommodate a large number of concurrent users, our target markets will not accept our products
and our business and operating results will sufter.

If our customers cannot successfully implement large-scale deployments of our sofiware or if they determine
that our products cannot accommodate large-scale deployments, our customers will not license our solutions and
this will materially adversely affect our consolidated financial condition and operating results.

If our products do not operate with a wide variety of hardware, sofitware and operating systems used by
our customers, our revenues would be harmed.

We currently serve a customer base that uses a wide variety of constantly changing hardware, software
applications and operating systems. For example, we have designed our products to work with databases and servers
developed by, among others, Microsoft Corporation, Sun Microsystems, Inc., Sybase, Inc., Oracle Corporation and
IBM and with common enterprise software applications, such as Microsoft Office, WordPerfect, Lotus Notes and
Novell GroupWise. We must continually modify and enhance our software products to keep pace with changes in
computer hardware and software and database technology as well as emerging technical standards in the software
industry. We further believe that our application suite will gain broad market acceptance only if it can support a wide
variety of hardware, software applications and systems. If our products were unable to support a variety of these
products, our business would be harmed. Additionally, customers could delay purchases of our software until they
determine how our products will operate with these updated platforms or applications.

Our products currently operate on various Microsoft Windows platforms, Linux, IBM AIX, 1BM zLinux,
Hewlet Packard UX and Sun.Solaris operating environments. If other platforms become more widely used, we
could be required to convert our server application products to additional platforms. We may not succeed in these
efforts, and even if we do, potential customers may not choose to license our products. In addition, our products are
required to interoperate with leading content authoring tools and application servers. We must continually modify
and enhance our products to keep pace with changes in these applications and operating systems. If our products
were to be incompatible with a popular new operating system or business application, our business could be harmed.
Also, uncertainties related to the timing and nature of new product announcements, introductions or modifications
by vendors of operating systems, browsers, back-office applications and other technology-related applications,
could harm our business.
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Qur products may lack essential functionality if we are unable to obtain and maintain licenses to
third-party software and applications.

We rely on software that we license from third parties, including software that is integrated with our internally
developed software and used in our products to perform key functions. The functionality of our software products,
therefore, depends on our ability to integrate these third-party technologies into our products. Furthermore, we may
license additional software from third parties in the future to add functionality to our products. If our efforts to
integrate this third-party software into our products are not successful, our customers may not license our products
and our business will suffer.

In addition, we would be seriously harmed if the providers from whom we license software [ail 10 continue 1o
deliver and support reliable products, enhance their current products or respond to emerging industry standards.
Moreover, the third-party software may not continue to be available to us on commercially reasonable terms or at
all. Each of these license agreements may be renewed only with the other party’s written consent. The loss of, or
inability to maintain or obtain licensed software, could result in shipment delays or reductions. Furthermore, we
may be forced to limit the features available in our current or future product offerings. Either alternative could
seriously harm our business and operating results.

Our ability to use net operating losses to offset future taxable income may be subject fo certain
limitations.

In general, under Section 382 of the Internal Revenue Code, a corporation that undergoes an “ownership
change” is subject to limitations on its ability to utilize its pre-change net operating losses to offset future taxable
income. Our existing net operating losses and credits may be subject to limitations arising from previous and future
ownership changes under Section 382 of the Internal Revenue Code. Additionally, net operating losses and credits
related to companies that we have acquired or may acquire in the future may be subject to similar limitations or may
be limited by the information we have retained following such acquisitions. For these reasons, we may not be able to
fully utilize a portion of the net operating losses and tax credits disclosed in our consolidated financial statements to
offset future income. This may result in a substantial increase to income tax expense in future periods.

Difficulties in introducing new products and product upgrades and integrating new products with our
existing products in a timely manner will make market acceptance of our products less likely.

The market for our producis is characterized by rapid technological change, frequent new product introduc-
tions and technology-related enhancements, uncertain product life cycles, changes in customer demands and
evolving industry standards. We expect to add new functionality to our product offerings by internal development
and possibly by acquisition. Content management and document management technology is more complex than -
most software and new products or product enhancements can require long development and testing periods. Any
delays in developing and releasing new products or integrating new products with existing products could harm our
business. New products or upgrades may not be released according to schedule, may not be adequately integrated
with existing products or may contain defects when released, resulting in adverse publicity, loss of sales, delay in
market acceptance of our products or customer claims against us, any of which could harm our business. If we do
not develop, license or acquire new software products, adequately integrate them with existing products or deliver
enhancements to existing products, on a timely and cost-effective basis, our business will be harmed.

We might not be able to protect and enforce our intellectual property rights, a loss of which could harm
our business.

We depend upon our proprietary technology and rely on a combination of patent, copyright and trademark
laws, trade secrets, confidentiality procedures and contractual restrictions to protect it. These protections may not be
adequate. Also, it is possible that patents will not be issued from our currently pending applications or any future
patent application we may file, Despite our efforts to protect our proprietary technology, unauthorized parties may
attempt to copy aspects of our products or to obtain and use information we regard as proprietary. In addition, the
laws of some foreign countries do not protect our proprietary rights as effectively as the laws of the United States
and we expect that it will become more difficult to monitor use of our products as we increase our international
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presence. Litigation may be necessary in the future to enforce our intellectual property rights, to protect our trade
secrets, to determine the validity and scope of the proprietary rights of others or to defend against claims of
infringement or invalidity. Any such resulting litigation could result in substantial costs and diversion of resources
that could materially and adversely affect our business, consolidated financial condition and results of operations.

Further, third parties have claimed and may claim in the future that our products infringe the intellectual
property of their products. Additionally, our license agreements require that we indemnify our customers for
infringement claims made by third parties involving our intellectual property. Intellectual property litigation ts
inherently uncertain and, regardless of the ultimate outcome, could be costly and time-consuming to defend or
settle, cause us to cease making, licensing or using products that incorporate the challenged intellectual property,
require us to redesign or reengineer such products, if feasible, divert management’s attention or resources, or cause
product delays, or require us to enter into royalty or licensing agreements to obtain the right to use a necessary
product, component or process; any of which could have a material impact on our conselidated financial condition
and results of operations.

Charges to earnings resulting from the application of the purchase method of accounting and asset
impairments may adversely affect the market value of our common stock.

In accordance with accounting principles generally accepted in the United States of America, we accounted for
our acquisitions using the purchase method of accounting, which resulted in significant charges to our consolidated
statement of operations in prior periods and, through ongoing amontization, will continue to generate charges that
could have a material adverse effect on our consolidated financial statements. Under the purchase method of
accounting, we allocated the iotal estimated purchase price of these acquisitions to their net 1angible assets,
amortizable intangible assets, intangible assets with indefinite lives based on their fair values as of the closing date
of these transactions and recorded the excess of the purchase price over those fair values as goodwill. In some cases,
a portion of the estimated purchase price may also be allocated to in-process technology and expensed in the quarter
in which the acquisition was completed. We will incur additional depreciation and amortization expense over the
useful lives of certain net tangible and intangible assets acquired and significant stock-based compensation expense
in connection with our acquisitions. These depreciation and amortization charges could have a material impact on
our consolidated results of cperations.

At December 31, 2006, we had $190.9 million in net goodwill ($189.3 million at September 30, 2007) and
$10.7 million in net other intangible assets ($4.8 million at September 30, 2007), which we believe are recoverable.
Generally accepted accounting principles in the United States of America require that we review the value of these
acquired assets from time to time to determine whether the recorded vatues have been impaired and should be
reduced. We will continue to perform impairment assessments on an interim basis when indicators exist that suggest
that our goodwill or intangible assets may be impaired. These indicators include our market capitalization declining
below our net book value or if we suffer a sustained decline in our stock price. Changes in the economy, the business
in which we operate, a decline in the price of our stock and our own relative performance may result in indicators
that our recorded asset values may be impaired. If we determine there has been an impairment of goodwill and other
intangible assets, the carrying value of those assets will be written down to fair value, and a charge against operating
results wili be recorded in the period that the determination is made. Any impairment could have a material impact
on our consolidated operating results and financial position, and could harm the trading price of our common stock.,

ITEM 1B. UNRESOLVED STAFF COMMENTS
Not applicable.

ITEM 2. PROPERTIES

Qur principal offices are located in a leased facility in San Jose, California that will expire in July 2014 and
consist of approximately 110,000 square feet. The facility is used by our administrative, sales, marketing,
engineering, customer support and services departments. We also occupy other leased facilities in the United
States, including offices in New York, New York; Chicago, Illinois; Rockville, Maryland; Atlanta, Georgia and
Austin, Texas, which are primarily used for product development, sales and customer support. Leased facilities
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located in Europe and Asia Pacific are used primarily for engineering, sales, marketing, customer support and
services, These leased facilities expire at various times through July 2016,

Over the past several years, we have instituted a series of facilities consolidation plans. As a result, we
identified facilities that were in excess of our current and estimated future needs. When these facilities were
identified as excess and we ceased use of the facilities, we accrued the excess lease obligations as permitted in
accordance with accounting principles generally accepted in the United States of America. At December 31, 2006,
we had accrued $8.7 million for excess facilities. We believe that our existing facilities, which have not been
identified as excess, are adequate for our current needs.

ITEM 3. LEGAL PROCEEDINGS

Beginning in 2001, Interwoven and certain of our officers and directors and certain investment banking firms
were named as defendants in a securities class action lawsuit brought in the Southern District of New York. This
case is one of several hundred similar cases that have been consolidated into a single action in that court. The case
alleges misstatements and omissions concerning underwriting practices in connection with our public offerings.
The plaintiff seeks damages in an unspecified amount. In October 2002, our officers were dismissed without
prejudice as defendants in the lawsuit. In February 2003, the District Court denied a motion to dismiss by all parties.
Although we believe that the plaintiffs’ claims have no merit, in July 2003, we decided to participate in a proposed
settlement to avoid the cost and distraction of continued litigation. A settlement proposal was preliminarily
approved by the District Court, However, in December 2006, the Court of Appeals reversed the District Court’s
finding that six focus cases could be certified as class actions. In April 2007, the Court of Appeals denied the
plaintiffs’ petition for rehearing, but acknowledged that the District Court might certify a more limited class. At a
June 2007 status conference, the District Court terminated the proposed settlement as stipulated among the parties.
In August 2007, plaintiffs filed an amended complaint in the six focus cases to test the sufficiency of their class
allegations. In November 2007, defendants in the focus cases filed a motion to dismiss the complaint for failure to
state a claim. All matters in the case, including any settlement proposal, await determination of this motion to
dismiss and any motion by plaintiffs to certify a newly defined class. If a new complaint is filed against us, we would
continue to defend ourselves vigorously. Any liability we incur in connection with this lawsuit could materially
harm our business and financial position and, even if we defend ourselves successfully, there is a risk that
management’s distraction in dealing with this lawsuit could harm our results. In addition, in October 2007, a lawsuit
was filed in the United States District Court for the Western District of Washington by Vanessa Simmonds,
captioned Simmonds v. Bank of America Corp., No. (47-1583, alleging that the underwriters of our initial public
offering violated section 16(b) of the Securities Exchange Act of 1934, 15 U.S.C. section 78p(b), by engaging in
short-swing trades, and seeks disgorgement to Interwoven of profits in amounts to be proven at trial from the
underwriters. The suit names [nterwoven as a nominal defendant, contains no claims against us, and seeks no relief
from us.

On October 24, 2007, we were notified by the Staff of the Securities and Exchange Commission that no
enforcement action is currently being recommended with respect to our historical siock option granting practices.

From lime to time, in addition to those identified above, we are subject to legal proceedings, claims,
investigations and proceedings in the ordinary course of business, including claims of alleged infringement of third-
party patents and other intellectual property rights, commercial, employment and other matters. In accordance with
generally accepted accounting principles in the United States of America, we make a proviston for a liability when it
is both probable that a liability has been incurred and the amount of the loss can be reasonably estimated. These
provisions are reviewed at least quarterly and are adjusted to reflect the impacts of negotiations, settlements,
rulings, advice of legal counsel and other information and events pertaining to a particular matter. Litigation is
inherently unpredictable. However, we believe that we have valid defenses with respect to the legal matters pending
against us, It is possible, nevertheless, that our consolidated financial position, cash flows or results of operations
could be affected by the resolution of one or more of such contingencies.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None
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PART H
ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES
Price Range of Common Stock
Our common stock trades on The NASDAQ Global Market under the symbol “IWOV",

The following table sets forth, for the periods indicated, the high and low sales prices for our common stock for
the last eight quarters, all as reported on The NASDAQ Global Market. The prices included below have been
adjusted to give retroactive effect to all stock splits that have occurred since our inception.

. _High  Low
Year ended December 31, 2006:
FoUrth QUANET . . . . o e e e $15.27 $10.98
Third QUAIET. . . Lo ot e e e e e $1146 $ 841
Second quarter ............ ... e e $10.57 $ 835
First quarter . ... ... e e e e $979 §8.12
Year ended December 31, 2005:
Fourth quarter. . . ... ... ... .. . $1000 $ 796
Third QUarter. . . . ... e e e $ 861 3678
SeCONd QUAITET . . oot r it et e e $878 § 721
FIrSt QUATIEE . . .. oo e $11.29  $ 7.52

Holders of Record

The approximate number of holders of record of the shares of our common stock was 237 as of October 31,
2007. This number does not include stockholders whose shares are held by other entities. The actual number of our
stockholders is greater than the number of holders of record.

Dividend Policy

We have not declared or paid any cash dividends on our capital stock since our incorporation, We currently
intend to retain future earnings, if any, for use in our business and, therefore, do not anticipate paying any cash
dividends in the foreseeable future.

Unregistered Sales of Equity Securities

None

Purchases of Equity Securities by the Issuer and Affiliated Purchasers

None
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ITEM 6. SELECTED FINANCIAL DATA

The consolidated balance sheet as of December 31, 2005 and the consolidated statements of operations for the
years ended December 31, 2005 and 2004 have been restated as set forth in this Annual Report on Form 10-K. The
data for the consolidated balance sheets as of December 31, 2004, 2003 and 2002 and the consolidated statements of
operations for the years ended December 31, 2003 and 2002 have been restated to include additional stock-based
compensation expense and previously unrecorded adjustments which were deemed to be not material, but such
restated data has been derived from our books and records. The following selected consolidated financial data is
qualified in its entirety by, and should be read in conjunction with, the consolidated financial statements and the
notes thereto, and Item 7, Management’s Discussion and Analysis of Financial Condition and Results of Operations
and the Consolidated Financial Statements and related notes thereto included in Item 8 of this Annual Report on
Form 10-K to fully understand factors that may affect the comparability of the information presented below. The
information presented in the following tables has been adjusted to reflect the restatement of our financial results,
which is more fully described in Note 3, “Restatement of Consclidated Financial Statements” in Notes to
Consolidated Financial Statements of this Annual Report on Form 10-K,

We have not amended our previously filed Annual Reports on Form 10-K or Quarterly Reports on Form 10-Q
for the periods affected by this restatement. The financial information that has been previously filed or otherwise
reported for these periods is superseded by the information in this Annual Report on Form 10-K, and the
consolidated financial statements and related financial information contained in such previously filed reports
should no lenger be relied upon,

All share and per share amounts have been adjusted to give retroactive effect to stock splits that have occurred
since our inception. ’

Years Ended December 31,
2006 2605 2004 2003 2002

As restated(1) As restated{l) As restated(l) As restated(1)
(In thousands, except per share amounts)

Selected Consolidated Statements of
Operations Data:

Total revenues ............c...c... $200,319  $175,037 $160,220 $111,222 $ 127,601
Grossprofit . .................... $133,696 $117,518 $108,122 $ 73,269 $ 85,085
Income (loss) from operations. .. ..... $ 2316 3 (1,860) $(24,307) $(51,938) $(152,706)
Net income (loss) . . ........ovvnunn $ 6437 3§ 626 $(23,568) $(49,608)  $(147,825)
Basic and diluted net income (loss) per

common share ................. $ 015 § 001 $ (058 $ (180 $ (57D
Shares used in computing basic net

income (loss) per common share . . . . 42,979 41,751 40,494 27,585 25,607
Shares used in computing diluted net

income (loss) per common share . . . . 43,995 42,390 40,494 27,585 25,607

December 31,
2006 2005 2004 2003 2002

As restated(1) As restated(1) As restated(l) As restated(1)
(In thousands)

Selected Consolidated Balance Sheet

Data:
Cash, cash equivalents and short-term

INVEStMENtS. . . ..o e v nnn., $176,461  $137.199 $133,757 $140,487 $181,669
Working capital .................. $120,294 § 86,009 % 85,975 $ 94,879 $148,404
Total SSeMS. - . o oo $426,287  $398.606 $393,776 $421,634 $298.657
Bank borrowings .. ............... $ — 3 — $ — ¥ 213 $ —
Total stockholders’ equity . .. ........ $323.960  $298,700 $289,123 $301,412 $204,684

(1) See the “Explanatory Note” immediately preceding Part I, Item 1 and Note 3, “Restatement of Consolidated
Financial Statements,” in the Notes to Consolidated Financial Statements of this Annual Report on Form 10-K.
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The Selected Financial Data for the years ended December 31, 2005, 2004, 2003 and 2002 has been restated to
reflect adjustments related to stock-based compensation expense and previously unrecorded adjustments as further
described in the “Explanatory Note” immediately preceding Part I, Item 1 of this Annual Report on Form 10-K. The
impact of these adjustments increased (decreased) our net income (loss) for the years ended December 31, 2005,

2004, 2003 and 2002, respectively, as follows:

Year Ended December 31, 2005

As

Reported  Adjustments

As
Restated

(In thousands, except per share amounts)

For the year:

TOtal TEVENUES . . o v v vt ettt ettt e et e e e e $175,037
Gross profit .. ... e $117,495
Loss from operations ... ....... ...ttt $ (1,869)
Net inCOmME . . .. ..o e e i $ 617
Basic and diluted net income per common share . . .. .............. § 001
Shares used in computing basic net income per common share ....... 41,751
Shares used in computing diluted net income per common share . . . ... 42,390
At year end:
Cash, cash equivalents and short-term investments. . ............... $137,199
Working capital . .. ... ... L $ 85,508
TOtal BSSEES . o o vttt e e e e $398,606
Bank borrowings .. ... ... ... . . . e b —
Total stockholders’ equity . .. ... .. .. ... ... i, $298.199

$ —
$ 23
$ 9
$ 9
$ —
$ —
$501
$ —
$ —
$501

$175,037
$117,518
$ (1,860)
$ 626
$ o001
41,751
42,390

$137,199
$ 86,009
$398,606
$ —.
$298,700

Year Ended December 31, 2004

As

Reported - Adjustments

As
Restated

{Ln thousands, except per share amounts)

For the year:

Total reVENUES . . .. . e $160,388
Gross profit . .. ... ... e $108,309
Loss from operations . . ...ttt $(24,406)
T 1 $(23,667)
Basic and diluted loss per common share . ...................... $ (0.58)
Shares used in computing basic and diluted net loss per common

SHaArE L 40,494

At year end:

Cash, cash equivalents and short-term investments. . ............... $133,757
Working capital ... ... .. e $ 85474
Total asSelS . .o v it e e e e $393,776
Bank BorroWings ... ..ottt it e 3 —
Total stockholders” equity . . .. .v vt i i e e $288,622
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$(168)
$(187)
$ 99
$ 99
$

$160,220
$108,122
$(24,307)
$(23,568)
$  (0.58)

40,494

$133,757
$ 85,975
$393,776
$ _
$289,123




For the year:
Revenues:

LACBIIS . & v e v e e e ettt e e e e U

Support and S€rVice. .. ... ... e

Total TEVEIUES . .« . . o ittt ettt e e et et s

Cost of revenues:

L) 41T 2 U
Supportand service. . .. ... . e

Total cost of revenues

Gross profit. . .. .. oot e e

Operating expenses:

Sales and marketing . ... ... ... . ... s

Research and development .. ....... ... ... ... . sy

General and administrative . . .. ..ottt e e

Amortization of intangible assets. ... ....... ... .. ..o o e

In-process research and development . .. ... .. ... ... ... o0

Restructuring and excess facilities charges. .. ............... ...

Total Operaling eXpPenses . . . .« vut v v e

Loss from operations. . . . ...t iinantannnannnn

Interest income and other,

Loss before provision
Provision for income taxes

1 L]

for iNCOMEe taXesS ..o v v v v e e e v asnre e e

Nt 1088 oo et e e e e e e e

Basic and diluted net ioss per common share. . . .............. ...,

Shares used in computing basic and diluted net loss per common
share ... . e s

At year end:

Cash, cash equivalents and short-term investments. .. ..............
Working capital . ... ... .. .. e e
TOtal @SSEIS . . v vttt et e e e

Bank borrowings . ... ..o et

Tota! stockholders’ equity
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Year Ended December 31, 2003

As
Reported

Adjustments

AsS
Restated

(In thousands, except per share amounts)

$ 4593 $ — $4593
65,576 (290) 65286
111,512 (290) 111222
5,368 — 5,368
32,333 252 32,585
37,701 252 37,953
73,811 (542) 73,269
58,916 354 59,270
25,770 365 26,135
12,651 816 13,467
2348 — 2,348
5,174 — 5,174
18,813 — 18,813
123,672 1,535 125,207
(49,861) (2077 (51,938)
3,401 — ' 3,401
(46,460)  (2077)  (48,537)
1,071 — 1,071
$(47,531)  $(2,077)  $(49,608)
$ (1.72) $(0.08) $ (1.80)
27,585 27,585
$140487 $ —  $140,487
$94401 $ 478 $ 94,879
$421,825 $ (191) $421,634
$ 1213 8 — $ 1213
$300,934 . $ 478  $301412




For the year:
Revenues:
License ...........

Cost of revenues:
License ...........
Support and service . .

Total costof revenues . . . ... .o i

Gross profit . ... ..
Operating expenses:
Sales and marketing . .

Research and development . ...... ... ... .. ... ... ... ...,

General and administrative ... ... ... .0 i e

Amortization of intangible assets . . ........................

Impairment of goodwill

Restructuring and excess facilities charges. . ... ...............

Total OPerating eXpPensSes . . . . .. v v vt it e

Loss from operations
Interest income and other,

Nel. . .. e e e

Loss before provision for income taxes ....................

Provision for inCOmMe tAXES . . . .. v vttt s e e et

Netloss .........
Basic and diluted net loss

Shares used in computing
share . ............

At year end:

per common share ...................

basic and diluted net loss per common

Cash, cash equivalents and short-term investments. . ... ...........

Working capital .......

Total A8SeL5 . o .. i e e e e

Bank borrowings ... ...
Total stockholders’ equity
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Year Ended December 31, 2002

As
Reported

Adjustments

As
Restated

{In thousands, except per share amounts)

$ 57309 § — § 57,309
69,523 769 70,292
126,832 769 127,601
3,283 — 3,283
39437 (204) 39,233
42,720 (204) 42,516
84,112 973 85,085
76,584  (320) 76,264
28,231 (273) 27,958
14,557 775 15,332
3,722 — 3,722
76,431 — 76,431
38,084 — 38,084
237,609 182 237,791
(153,497) 791 (152,706)

5,958 — 5,958
(147,539) 791 (146,748)

1,077 — 1,077

$(148,616) $791  $(147,825)

$ (580) $003 $ (577
25,607 25,607

$181,669 $ —  $ 181,669

$ 147,445  $959  $ 148404

$208,657 $ —  $ 298,657

5 _ $ — 5 —

$203725  $959 204,684




ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Restatement of Previously Issued Financial Results
Introduction

In the course of preparing for our year-end audit, we initiated a voluntary review of our historical option granting
procedures, initially focusing on several historical stock option grants which took place on dates when our stock price
was at a low for a period of time around the grant date. On January 30, 2007, we announced that a review of historical
- option grant procedures and related accounting was being undertaken by the Audit Committee of the Board of .
Directors, assisted by independent counsel, which in turn engaged an independent forensic accounting firm, to assist in
our review. All aspects of the review by the Audit Committee and its advisors have been supervised directly and solety
by the Audit Committee. One member of the Audit Committee, who was formerly a member of the Compensation
Committee, did not participate in the Audit Committee review. On November 9, 2007, we announced the preliminary
results of the voluntary review, which were set forth in the Current Report on Form 8-K filed on that date.

The scope of the Audit Committee review was extensive, and included review of all stock option grants made
during the period commencing with our initial public offering in October 1999 through June 2006 (the “Review
Period™). The Audit Committee and its advisors considered all available evidence, including reviewing over
400,000 pages of electronic and hard copy documents and conducting over 26 interviews of current and former
employees, directors and advisors. In December 2007, the Audit Committee completed its review and presented its
report to our Board of Directors. '

The Audit Committee did not identify any evidence of intentional misconduct by our current or former
directors, senior management or other employees and has concluded that no personnel actions were warranted as a
result of its review. The Audit Commitiee has determined that the appropriate measurement dates for financial
accounting purposes for certain stock option grants differ from the previously recorded grant dates of those awards,
As a result of the review of its historical stock option practices, we analyzed our internal control over financial
reporting, and determined that our historical grant procedures were not adequately designed to ensure the proper
accounting for option grants and the contemporaneous documentation of grants. The Audit Committee found these
deficiencies occurred predominately during the period from 1999 through 2001, ‘

Beginning in November 2001, we implemented improved procedures, processes and systems to provide
additional safeguards and greater internal control over our stock option granting and administration. These
improvements included issuing employee new hire, promotion and merit grants on the last trading day of each |
month. Also, prior to 2006, we implemented improvements to procedures, processes and systems to provide
additional safeguards and greater internal control over the stock option granting and administration function. We
believe these changes remediated the historical control deficiencies, and we did not identify any material weakness
in our stock option grant processes or internal control over financial reporting as of December 31, 2006.

In 2007, the Audit Committee recommended enhancements to our stock option grant procedures to ensure that
future granting actions are documented and accounted for properly and timely. We have adopted all of the Audit
Committee’s recommendations, updating our equity compensation award policy that provides for the methodology
of determining the timing and exercise price of all awards and related procedures.

Based on the Audit Committee review, we recognized an additional $31.5 million in non-cash stock-based
compensation expense with respect to several granting actions, as described in more detail below. As previously
announced, we have concluded, upon the recommendation of the Audit Committee and management, that our previously
filed Annual Reports on Form 10-K and Quarterly Reports on Form 10-Q} should not be relied upon. Accordingly, to
correct errors related to accounting for stock-based compensation expense, we have restated our previously-issued
consolidated financial statements for years 2002 through 2005 and the unaudited quarterly financial statement
information for the interim periods in 2006. To correct errors related to accounting for stock-based compensation
expense for periods prior to 2002, we have recorded an adjustment to accumulated deficit as of December 31, 2001.

The pre-tax, non-cash charges to be restated are an aggregate $31.5 million of additional stock-based
compensation expense over the Review Period. Approximately $1.3 million of the restated amounts apply to
the consolidated statements of operations for the years 2002 through 2005, and the remainder, which is applicable o
prior years, has been recorded as a charge to accumulated deficit as of December 31, 2001. These adjustments have
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the effect of increasing net loss and, correspondingly, increasing accumulated deficit as reported in our historical
consolidated financial statements. In 2003, these adjustments have the effect of increasing net income and
decreasing accumulated deficit as reported in our historical consolidated financial statements. However, we
restated our consolidated balance sheet as of December 31, 2005 to reflect additional paid-in capital, deferred stock-
based compensation and accumulated deficit balances as a result of previous period adjustments, The net tax impact
of the stock-based compensation adjustments was insignificant for all periods,

Our restatement also reflects previously unrecorded adjustments for the years ended December 31, 2004, 2003,
2002 and 2001 for support and services revenues and allowance for doubtful accounts expense not related to
accounting for stock options that were previously deemed to be immaterial on an interim and annual basis to our
consolidated financial statements. None of the previously unrecorded adjustments individually or in aggregate
exceeded 1.5% of our previously reported net loss from operations or net loss in any annual period.

We have also restated our deferred tax assets as of December 31, 2005 reducing our net operating loss and
research and development tax credit carryforwards. Upon review, we determined that such carryforwards did not
properly consider the impact of various statutory limitations and as a result, deferred tax assets were overstated by
approximately $34.6 miilion. This adjustment did not impact our consolidated statements of operations, balance
sheets, stockholders’ equity and comprehensive income (loss), and cash flows as our deferred tax assets are subject
to valuation allowance. Our net operating loss and research and development tax credit carryforwards are more fully
described in Note 16, “Income Taxes,” in the Notes to Consolidated Financial Statements.

This Annual Report on Form 10-K reflects the restatement of our consolidated balance sheet as of
December 31, 2005, the related consolidated statements of operations, stockholders’ equity and comprehensive
income (loss), and cash flows for each of 2004 and 2003, and each of the quarters in 2005 and the condensed
consolidated balance sheets for the first three quarters of 2006. This Annua! Report on Form 10-K also reflects the
restatement of *Selected Consolidated Financial Data™ in Item 6 for the years 2002 through 2005, and
*Management’s Discussion and Analysis of Financial Condition and Results of Operations” in Item 7 for the
years 2004 and 2005. We have not amended our previously filed Annual Reports on Form 10-K or Quarterly Reports
on Form 10-(Q for the periods affected by this restatement. The financial information that has been previously filed
or otherwise reported for these periods is superseded by the information in this Annual Report on Form 10-K, and
the consolidated financial statements and related financial information contained in such previously filed reports
should no longer be relied upon.

In addition, we have restated the pro forma expense under Statement of Financial Accounting Standards No. 123,
Accounting for Stock-Based Compensation, in Note 2, “Summary of Significant Accounting Policies,” in the Notes to
Consolidated Financial Statements to include these adjustments for 2004 and 2005,

All references to number of option shares, option exercise price and share price in this section have been
adjusted for any stock splits.

Stock Option Grant Process

Historically, pursuant to our stock option plans, the Board of Directors has the authority to award stock option
grants to employees, officers and directors, and the Compensation Committee has the authority to award stock
option grants to employees and officers. The Board delegated authority to both the Chief Executive Officer and the
Chief Financial Officer to award stock option grants to non-officer employees. Pursuant to contractual agreements,
we also issued stock option grants to non-employees in consideration for services rendered to us.

Accounting Adjustments

Consistent with the applicable accounting literature and recent guidance from the staff of the Securities and
Exchange Commission regarding determination of appropriate measurement dates, we analyzed all available
relevant evidence, including evidence developed through the Audit Commitiee review, including, for example,
physical documents, electronic documents, underlying electronic data about documents, and information provided
through interviews. Based on the relevant facts and circumstances, we organized the option grants during the
Review Period into categories based on the grant type and the processes by which the grant approval was finalized.
Based on the relevant facts and circumstances, we applied the appropriate accounting standards in effect at the time
of grant to determine, for every grant within each category, the appropriate measurement date. If the measurement
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date was not the recorded grant date, accounting adjustments were made as required resulting in stock-based
compensation expense and the related tax effects. In some instances, the required adjustments did not result in any
additional stock-based compensation expense. After accounting for forfeitures, we recognized additional stock-
based compensation expense of $31.5 million on a pre-tax basis over the vesting terms for the affected grants. No
adjustments were required for the remaining grants. The adjustments were determined by category as follows:

« Employee New Hire, Promotion and Merit Grants. New hire, promotional and merit grants during the
Review Period were made to non-officer employees pursuant to the authority delegated to both the Chief
Executive Officer and Chief Financial Officer by the Board of Directors. Based on the Audit Committee
review, we determined that the measurement dates for 12 of the 101 new hire, promotion and merit granting
actions during the Review Period should be revised. For nine of these granting actions, we determined that
insufficient contemporaneous documentation to support the recorded measurement date existed, so a later
measurement date was selected based on the existence of adequate contemporaneous documentation to
support the conclusion that the grant was fixed. We recognized a pre-tax stock-based compensation expense
of $12.6 million in relation to these nine granting actions using the intrinsic value method of accounting
under Accounting Principles Board Opinion (“APB”) No. 25, Accounting for Stock Issued to Employees. For
the other three granting actions, we determined that measurement date criteria had been met on a date prior
to the recorded grant date when the stock price was higher, resulting in variable accounting for these granting
actions. Accordingly, we recognized a pre-tax stock-based compensation expense of $7.5 million for these
granting actions in accordance with Financial Accounting Standards Board Interpretation (“FIN) No. 44,
Accounting for Certain Transactions involving Stock Compensation.

» Corrections to Emplovee New Hire, Promotion and Merit Grants.  In a small number of cases, corrections
were made to employee new hire, promotion and merit grant. These corrections amounted to approximately
1% of total shares granted. We determined that in substantially all instances, these corrections were for new
hire, promotion and merit grants that were inadvertently left off the initial authorization document and for
new hires whose shares on the initial authorization document did not correctly reflect the number of shares
stated in their offer letters. Based on the Audit Committee review, we did not identify evidence indicating
that the corrections were effected to achieve a lower exercise price for the grantee, nor did we identify a
pattern of effecting corrections to achieve a lower exercise price. We determined that the measurement dates
for the individual option grants constituting these corrections should be revised to the date the correction was
determined to be finalized. Accordingly, in addition to the granting actions described above, we recognized
additional pre-tax stock-based compensation expense of $1.4 million related to corrections to employee new
hire, promotion and merit granting actions.

» Employee Refresh Granis. We periodically made broad-based equity compensation awards (“refresh
grants”) to certain employees based on, such factors as, the employee’s unvested equity ownership, total
equity ownership, market conditions and the importance of the employee’s expected contributions to
Interwoven. Employee refresh grants were issued pursuant to the authority delegated to the Chief Executive
Officer and Chief Financial Officer. Based on the Audit Committee review, we determined that the
measurement dates for three of the employee refresh granting actions should be revised because the
number of shares to be allocated to each individual employee was not determined with finality by the
recorded grant dates. Accordingly, we recognized a pre-tax stock-based compensation expense of
$1.7 million for these granting actions using the intrinsic value method of accounting under APB
No. 25. We also determined that the measurement date criteria for one employee refresh granting action
had been met on a date prior to the recorded grant date when the stock price was higher, resulting in variable
accounting for this granting action. Accordingly, we recognized a pre-tax stock-based compensation
expense of $964,000 for this granting action in accordance with FIN No. 44,

» Grants to Officers and Certain Employees. We granted stock options to newly hired officers and certain
non-officer members of management, employees who were promoted to officer positions or periodic refresh
grants to officers and certain non-officer members of management based on such factors as the employee’s
unvested equity ownership and total equity ownership, performance and market conditions. Grints to
officers and certain non-officer members of management were authorized by the Board of Directors or the
Compensation Committee in thirty-two granting actions during the review period. Based on the Audit
Committee review, we determined that for four of these granting actions there was insufficient
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contemporaneous documentation to support the recorded measurement date. Accordingly, we recognized a
pre-tax stock-based compensation expense of $6.8 million for such granting actions vsing the intrinsic value
method of accounting under APB No. 25. We also determined that for four granting actions the measurement
date criteria were met on a date prior to the recorded grant date when the stock price was higher, resulting in
variable accounting. Accordingly, we recognized a pre-tax stock-based compensation expense of $54,000
for such granting actions in accordance with FIN No. 44.

* Initial Director Grants. Under the 1999 Equity Incentive Plan, each non-employee director is automat-
ically granted options to purchase shares of our common stock when he or she first joins the Board. Based on
the Aundit Committee review, we determined that the measurement date for one automatic initial Director
grant should be revised because the measurement date criteria had been met on the date of the director’s
appointment to the Board of Directors, but the recorded grant date was the following day, when the stock
price was lower. We accounted for this grant as a variable award in accordance with FIN No. 44 and,
accordingly, we recorded stock-based compensation expense of approximately $1.7 million for 2000, which
was reversed in 2001 due to fluctuation in our stock price. This stock option grant was never exercised by the
non-employee director.

= Terminations. We determined that the vesting of approximately 75,000 shares for eighteen employees was
permitted after their respective stock option termination dates. Accordingly, as this additional vesting was
considered a modification of the original terms of the respective option grants, we recognized a pre-tax
stock-based compensation expense of $522,000 using the intrinsic value method of accounting under APB
No. 25 and in accordance with FIN No. 44.

* Grants to Non-Employees.  During the Review Period, grants were made to non-employees in exchange for
services as authorized in seven granting actions. In connection with one such granting action, we concluded
that the grant had not been accounted for in accordance Emerging Issues Task Force Issue (“EITF”)
No. 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services, and EITF Issue No. 00-18, Accounting Recognition for Certain
Transactions Involving Equitv Instruments Granted to Other Than Employee. Accordingly, we determined
that an additional compensation expense should be recorded and we recognized pre-tax stock-based
compensation expense of $41,000.

Impact of Judgments and Interpretations on Restatement Values

In determining the appropriate measurement dates for stock option awards in the Review Peried, we considered all
available relevant data, including data supplied by the Audit Committee and its advisors. We evaluated this data and
determined that incorrect measurement dates were used for financial accounting purposes for certain stock option
granting actions. We evaluated the evidence surrounding each grant at issue and determined whether there was
conclusive or inconclusive evidence to support the measurement date. The specific facts and circumstances surrounding
each such grant were considered in selecting the measurement date. In certain instances, the evidence was inconclusive
and significant judgment was exercised in determining the appropriate measurement date for accounting purposes.
Evidence was considered conclusive where it represented contemporaneous evidence of the date of approval of the
option price and the number of option grants allocated to specific individuals, Evidence was considered inconclusive
where it provided some support for a particular measurement date, but there was insufficient contemporaneous
documentary evidence available to identify the specific date on which the granting action was complete. In all cases,
the earliest date when the terms of a grant were known with finality was determined to be the revised measurement date.

We identified four granting actions for Employee New Hire, Promotion and Merit grants, three corrections to
granting actions for Employee New Hire, Promotion and Merit grants, one granting action for Officers and Centain
Employees grants and three granting actions for refresh grants for which the evidence was inconclusive and judgment
was applied to determine the measurement date for accounting purposes. For each of these eight granting actions and
three corrections to granting actions, we evaluated all available relevant evidence to identify the range of dates in which
the granting action may have been completed, and to determine the most appropriate measurement date within the range.
In some instances, we determined that the granting action was not complete by the recorded grant date and that the first
date in the range was after the recorded measurement date, based on the totality of available evidence. For seven granting
actions and three corrections to granting actions, we determined that a revised measurement date was appropriate. For
one refresh grant to employees and executives, we determined that the recorded grant date was the most appropriate
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measurement date within the date range. We made this determination after considering the totality of available evidence,
including, but not limited to the following: the Board of Directors met one day prior to the grant date and contem-
poraneous notes of that meeting indicate that the executive grants had not been finalized and that the Board determined
the employee and executive refresh grant should be made on the same date; the grant date was a Friday and interviews
indicated that our former Chief Executive Officer typically endeavored to resolve compensation matters (including
option grants) quickly so that they could be communicated to the recipients promptly thereafter; an employee “all-hands™
meeting held in connection with our earnings release was scheduled to take place two business days after the grant date
and provided an opportunity to announce this refresh grant company-wide; on the grant date, our closing stock price was
approximately $20.00 lower than the previous day, a decline which did not appear to relate to the release of any
information by us and coincided with a general market downturn that same day; the authorization document for this
refresh grant also included new hire grants, all of which were to persons who commenced employment prior to the grant
date, and promotion grants, all of which reated to promotions effective prior to the grant date; the grants were entered
into stock administration system shortly afier the grant date, beginning six business days after the grant date; and the
absence of evidence to support a conclusion that the grant was finalized on a date other than the grant date. For this
refresh grant, there was a period of ten calendar days between the recorded measuremnent date and the date on which the
process of entering the grants into the stock administration system commenced (which is the last date the granting action
could have been completed). As further described in the paragraph and table below, we performed a sensitivity analysis
with respect to this refresh grant, assessing the fluctuation in our stock price during the 10-day range, and determined that
if a measurement date had been selected based on the highest price of our common stock in this period, the total stock-
based compensation charge would have been approximately $31.4 million.

For each of the eight granting actions and three corrections to granting actions described above, we performed
a sensitivity analysis to quantify the potential divergence in stock-based compensation expense. In each instance,
we evaluated alt available relevant evidence to identify the range of dates in which the granting action may have
been completed. In some instances, we determined that the first date in the range should be after the recorded
measurement date. The fair market value of our common stock fluctuated throughout the Review Period and we
computed the range of potential stock-based compensation expense by recomputing the additional expense that
would result from using the highest and lowes! trading price of our common stock for the date range during which
the evidence indicated the granting actions were completed. Based on our sensitivity analysis, we determined that if
the highest price of our common stock during the relevant date ranges had been used as the revised measurement
date, the total stock-based compensation expense would have been approximately $33.4 million higher. Had we
used the fowest closing price of our common stock during the relevant date ranges, the total stock based-
compensation expense would have been decreased by approximately $10.1 million. The following table shows
these incremental impacts by category of grant (in thousands):

Adjustments

to Pre-Tax Incremental Impact
Stock-Based At Lowest At Highest
Compensation Closing Closing
Expense Price Price
Employee new hire, promotion and merit grants . ......... $20,056 $ 8451y $ 785
Corrections to employee new hire, promotion and merit
BRANIS . . oottt ettt e e 1,373 (699) 457
Employee refresh grants . . .. ... ... .. ... ... .. ..., 2,645 (380} 32,124
Grants to officers and certain employees ... ............. 6,863 (614) —
Director grants . . ... ... it e — em —
Terminations . ... ... v ettt e 522 — —
Grants to non-employees. . . ... .. ... i, 41 — —

$31,500 $(10,144)  $33,367

We believe that, in each instance, the proposed measurement dates for option awards that are being remeasured
are the best altemative to the originally recorded grant date and comply with accounting principles generally
accepted in the United States of America in all material respects.
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Financial Impact of the Restatement

The increase in stock-based compensation expense resulting from the restatement is as follows (in thousands):

Pre-Tax After Tax
As (Income) (Income)
As Previously Expense Expense

Restated Reported Adjustments  Adjustments

1999 . o\t $372 $368 $§ 36 $ 36
2000 . 0.t 25,066 7,522 17,544 17,544
2000 . oo 26,802 14,225 12,577 12,577
2002 . . o 4,712 4,880 (168) (168)
2003 . 3,944 2,348 1,596 1,596

Total impact 1999 10 2003 . .. ... ........ 64,246 32,661 31,585 31,585
2004 . 4,906 4,982 (76) (76)
2005 . . 1,734 1,743 9) Y9)
2006 . ... e, 3,451 3,451 — —

TOMl . oo e $74337  $42,837  $31,500 $31,500

From inception, we have provided a full valuation allowance against all of our United States federal and state
net deferred tax assets in accordance with the provisions of SFAS No 109. In connection with the required stock-
based compensation adjustments, we recorded additional deferred tax assets of $618,000 and a corresponding full
valuation allowance for the incremental stock-based compensation expense over the option vesting periods for
grants to individuals who were employed in tax jurisdictions where a tax deduction was available. Accordingly, we
have not recorded any tax benefit in the consolidated statements of operations, The payroll tax consequences
associated with the voluntary review of our historical stock option granting practices were inconsequential.

Our restatement also reflects previously unrecorded adjustments for the years ended December 31, 2004, 2003,
2002 and 2001 for support and services revenues and allowance for doubtful accounts expense not related to
accounting for stock options that were previously deemed to be immaterial on an interim and annual basis to our
consolidated financial statements,

The following table presents the impact of the restatement adjustments, if any, for stock-based compensation
and previously unrecorded adjustments on our net income (loss) for the years ended December 31, 1999 through

2006:
Restatement Adjustments
As Stock-based Previously
Previously Compensation  Unrecorded Total As

Reported Adjustments  Adjustments(]) Adjustments Restated

For the year ended December 31,

1999, . vt $(28882)- § 36 $ — $ 36 $ (28918)
2000, ... (32,055) 17,544 — 17,544 (49,599)
2000 (129,175) 12,577 (336) 12,241 (141,416)
002 .0 (148,616) (168) (623) (791)  (147.825)
2003, 0t 47531 1,59 481 2,077 (49,608)
2004, ..o (23,667) (76) (23) (99)  (23,568)
2005. 617 (9) — 9) 626
2006. ..o 6,437 — — - 6,437

(1) Previously unrecorded adjustments reflect adjustments to support and services revenues of $(55,000),
$(904,0003, $290,000 and $168,000 for the years ended December 31, 2001, 2002, 2003 and 2004, respectively,
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and adjustments to the allowance for doubtful accounts of $(281,000), $281,000, $191,000 and $(191,000) for
the years ended December 31, 2001, 2002, 2003 and 2004,

Accordingly, a reconciliation of all restatement adjustments to accumulated deficit as of December 31,2003 is
as follows (in thousands):

Accomulated deftcit as of December 31, 2003, as previously reported. .. ............ $(383,340)
Stock-based compensation expense adjustments through December 31,2003. ... ... .. (31,585)
Previously unrecorded adjustments through December 31, 2003 .. ................. 478
Impact of adjustments . . ... ... ... L e (31,107
Accumulated deficit as of December 31, 2003, asrestated . ... ... ... ... ... .... $(414,447)

For more information regarding our restated consolidated financial statements, see “Financial Statements and
Supplementary Data” in Item 15 and “Restatement of Consolidated Financial Statements” in Note 3 of the Notes to
Consolidated Financial Statements, as well as “Selected Consolidated Financial Data” in ltem 6.

Internal Revenue Code Section 4094

Certain adjustments to the measurement dates of stock options that resulted in additional stock-based
compensation expense also illuminated an additional and separate exposure for employee-borne taxes under
Internal Revenue Code (“IRC”) Section 409A (“409A™). The tax is a 20% assessment on certain types of equity
compensation award income, including gains on discounted options. The state of California also assesses this tax.
Because our employees were unaware of the tax at the time their options were granted and unaware that some
options they received would subject them to these taxes, we are considering entering into arrangements with both
the United States Inlernal Revenue Service and the state of California to discharge these obligations, on behalf of
our employees, directly with the 1axing authorities for all periods through December 31, 2006. We also are
considering paying the associated penalties and interest.

If we enter into these arrangements, the expense associated with discharging our employees’ 409A exposure
for all periods through December 31, 2006 may be reflected in our 2007 consolidated financial statements if we
make the decision to assume these obligations before December 31, 2007. In addition, we intend to provide our
employees with the opportunity to remedy their outstanding stock options that are subject to potential penaities
under 409A. The resulting financial impact will be reflected in the period in which the remedial action is finalized.
We do not expect the resulting financial impact to materially affect our consolidated financial condition and results
of operations.

Overview

Incorporated in March 1995, we are a provider of content management software solutions. Our software and
services enable organizations to leverage content to drive business growth by maximizing online business
performance, increasing collaboration and streamlining business processes both internally and externally. Today,
over 4,000 enterprise and professional services organizations in 50 countries worldwide have chosen our solutions.

We operate in a single segment, which is the design, development and marketing of content management
software solutions. Qur goal is to be the leading provider of content management software solutions. We are focused
on generating profitable and sustainable growth through internal research and development, licensing from third
parties and acquisitions of businesses with complementary products and technologies.

Total revenues for 2006 were $200.3 million up 14% from 2005. We experienced increases in 2006 over 2005
in each revenue category — license, support, consulting and training. These results reflected increased information
technology spending, particularly spending on content management initiatives, in both domestic and international
markets and the success of our strategic relationships. Qur 2006 results may have also benefited from consolidation
within the content management market, which we believe created uncertainty regarding some of our competitors
and their products. .
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We license our software to businesses, professional services organizations, capital markets business and
government agencies generally on a non-exclusive and perpetual basis. The growth in our software license revenues
is affected by the strength of general economic and business conditions, customer budgetary constraints and the
. competitive position of our software solutions. Software licenses revenues are also affected by long, unprediciable
sales cycles, so they are difficult to forecast from period to period. Although our consolidated results of operations
have improved in recent periods, our results were impacted in these periods by long product evaluation periods,
protracted contract negotiations and multiple authorization requirements of our customers, all of which we believe
are characteristic of the market for content management products and services.

Customer support revenues are primarily influenced by the number ;nd size of new support contracts sold in
connection with software licenses and the renewal rate of existing support contracts. Customers that purchase
software licenses usually purchase support contracts and renew their support contracts annually. Qur support
contracts entitle our customers to unspecified product upgrades and technical support during the support period,
which is typically one year.

Services revenues consist of software installation and integration, training and business process consulting.
These services tend to lag software license revenues since consulting services, if purchased, are typically performed
after the purchase of new software licenses or in connection with software upgrades. Professional services are
predominately billed on a time-and-materials basis and we recognize revenues when the services are performed.
Professional services revenues are influenced primarily by the number of professional services engagements sold in
connection with software license sales and the customers’ use of third party services providers.

Because our products are complex and involve a consultative sales model, our strategy is to market and sell our
products and services primarily through a direct sales force. We look to augment those efforts through relationships
with technology vendors, professional services firms, systems integrators and other strategic partners, which assist
our direct sales force in obtaining customer leads and referrals. Approximately 60% of our new customer license
orders for the year ended December 31, 2006 were influenced by or co-sold with our strategic partners and resellers.
In general, these partners and resellers perform the installation and integration, consulting and other services for the
enterprises to which they resell our products, and we are not engaged by their customers for these services.

Our sales efforts are targeted to senior executives and personnel who are responsible for managing an
enterprise’s informatien technology initiatives. We generate demand for our products and services primarily
through our direct sales force and strategic relationships. Our direct sales force is responsible for managing
customer relationships and opportunities and is supported by product, marketing and service specialists,

In the rapidly changing and increasingly complex and competitive information technology environment, we
believe product differentiation will be a key to market leadership. Thus, our strategy is to continually work to
enhance and extend the features and functionality of cur existing preducts and develop new and innovative solutions
for our customers. We have in the past and expect to continue to devote substantial resources to our research and
development activities. As a percentage of total revenues, research and development expenses were 18%, 18% and
20% in 2006, 2005 and 2004, respectively.

We recorded income from operations in 2006 of $2.3 million, as compared to operating losses of $1.9 million
in 2005 and $24.4 million in 2004. We are focused on improving our operating margins by increasing our revenues
and actively managing our expenses through improvéd productivity and utilization of economies of scale. As a
significant portion of our expenses are employee-related, we manage our headcount from period to period. We had
774 employees worldwide at December 31, 2006 versus 744 employees at December 31, 2005 and 696 at
December 31, 2004. We also lock to improve our cost structure by hiring personnel in countries where advanced
technical expertise is available at [ower costs. Additionally, we pay close attention to other costs, including facilities
and related expense, professional fees and promotional expenses, which are each significant components of our
expense structure. While we have been carefully managing our costs and expenses relating to the operation of our
business, our general and administrative expenses have increased significantly during 2007 as compared to 2006 as
we have incurred significant accounting, legal and other expenses relating to the Audit Committee’s review of our
historical stock option grant procedures and related accounting throughout 2007.
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Our acquisition strategy is an important element of our overall business strategy. We seek to identify
acquisition opportunities that will enhance the features and functionality of our existing products, provide new
products and technologies to sell to our installed base of customers, acquire additional customers that we can sell
our existing products, or which facilitate entry into adjacent markets. In evaluating these opportunities, we consider,
among other items, both time to market of the technologies or products to be acquired and potential market share
gains. We have completed a number of acquisitions in the past, and we may acquire other technologies, products and
companies in the future. In recent years, we have added through acquisition products and solutions with digital asset
management, collaborative document management, records management, content publishing, Web optimization
and capital markets vertical market capabilities. The results of operations of these business combinations have been
included prospectively from the closing dates of these transactions. Accordingly, our financial results are not
directly comparable to those of the previous periods.

Subsequent Events

We entered into an operating lease for our new headquarters facility in December 2006 and took possession of
the new headquarters facility in March 2007, whereupon we began construction of tenant improvements and moved
into the new facility in July 2007. In accordance with Financial Accounting Standards Board Staff Position No. 13-1,
Accounting for Rental Costs incurred during a Construction Period, we incurred additional rent expense of
approximately $758,000 in the first seven months of 2007 while we were constructing tenant improvements on our
new facility, which amount was in addition to the rent due on our former headquarters facility. We made tenant
improvements to our new facility of approximately $9.3 million. We also incurred moving costs of approximately
$279,000 in 2007.

On April 2, 2007, our Board of Directors appointed Joseph L. Cowan as Chief Executive Officer and as a
member of our Board of Directors.

On April 19, 2007, our Board of Directors appointed Roger J. Sipp! te our Board of Directors.

In July 2007, we entered into an amended line of credit agreement with a financial institution. The amended
line of credit provides for borrowings up to $13.0 million until September 30, 2007 and up to $7.0 million until
Juty 31, 2008. The new line of credit provides for borrowings on terms similar to our previous line of credit and
expires in July 2008. Borrowings under the line of credit agreement are secured by cash, cash equivalents and short-
term investments. The line of credit bears interest at the lower of 1% below the bank’s prime rate or 1,5% above
LIBOR in effect on the first day of the term. The line of credit primarily serves as collateral for letters of credit
required by facilities leases. There are no financial covenant requirements associated with the line of credit.

In November 2007, we acquired Optimost, a provider of software and services for Website optimization. In
connection with the acquisition, we paid approximately $52.0 million in cash for all of the issued and outstanding
membership units of Optimost and vested options to purchase Optimost membership units, and we assumed all of
the outstanding unvested options to purchase Optimost membership units.

Results of Operations

Reveniues
Years Ended December 31, Percentage Change
2006 2005 2004 2005 to 2006 2004 to 2005
As restated(1)
(In thousands, except percentages)
License . .. ...vovvvvenenann. $ 75678 % 67,754 $ 67,341 12% 1%
Percentage of total revenues. . 38% 39% 42%
Support and service . . .. .. .. .. 124,641 107,283 92,879 16% 16%
Percentage of total revenues. . 62% 61% 58%

$200,319  $175,037 $160,220 14% 9%
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(1) See the “Explanatory Note” immediately preceding Part 1, Item | and Note 3, “Restatement of Consolidated
Financial Statements,” in the Notes to Consolidated Financial Statements of this Annual Report on Form 10-K.

Total revenues increased 14% from $175.0 million in 2005 to $200.3 million in 2006. We believe that the
increase in revenues in total revenue was attributable to higher customer spending in most of our geographic
regions. Total revenues increased 9% from $160.2 million in 2004 to $175.0 million in 2005. We believe that the
increase in total revenues was due primarily Lo an increase in support revenues from our targer installed base of new
customers and existing customers purchasing support contacts and, to a lesser degree, an increase in consulting
revenues. Sales outside of the United States of America represented 36%, 32% and 34% of our total revenues in
2006, 2005 and 2004, respectively.

License. License revenues increased 12% from $67.8 million in 2005 to $75.7 million in 2006. We believe
that the increase in license revenues for 2006 over 2005 was primarily due to higher license revenues from sales in
most of our geographic regions, in particular Europe and Asia Pacific. License revenues increased 1% from
$67.3 million in 2004 to $67.8 million in 2005. We believe that the slight increase in license revenues for 2003 over
2004 was attributable to sales of newly introduced software solutions, including our records management and
conient publishing products, offset primarily by reduced license revenues from our Furopean operations, Our
average license transaction size for sales in excess of $50,000 was $172,000, $165,000 and $170,000 in 2006, 2005
and 2004, respectively. In 2006, 2005 and 2004, we had three, four and three, respectively, individual license
transaction of $1.0 million or greater. License revenues represented 38%, 39% and 42% of total revenues in 2006,
2005 and 2004, respectively.

Support and Service. Support and service revenues increased 16% from $107.3 million in 2005 to
$124.6 million in 2006. This increase was primarily due to higher support revenue from our larger installed base
of new customers and existing customers purchasing support contracts and higher consulting revenues primarily
related to increased sales of software licenses. Support and service revenues increased 16% from $92.9 million in
2004 10 $107.3 million in 2005. This increase was primarily due to higher support revenue from our larger installed
base of customers purchasing support contracts and, to a lesser extent, higher consulting revenues. We believe that
our support renewal rates have not fluctuated significantly during these pertods,

To the extent that our license revenues decline in the future, our support and service revenues may also decline.
Specifically, a decline in license revenues may result in fewer consulting engagements. Additionally, since
customer support contracts are generally sold with each license transaction, a decline in license revenues may
also result in a slowing of customer support revenues. However, since customer support revenues are recognized
over the duration of the support contract, the impact will not be experienced for up to several months after a decline
in ficense revenues. In the future, customer support revenues may also be adversely impacted if customers fail to
renew their support agreements or reduce the license software quantity under their support agreements.

Cost of Revenues

Years Ended December 31, Percentage Change
2006 2008 2004 2005 to 2006 2004 to 2005

As restated(1) As restated(1)
{In thousands, except percentages)

Cost of license revenues. .......... .. $16,367 $15,262 $13.336 7% 14%
Percentage of license revenues . ... .. 22% 23% 20%
Percentage of total revenues . . ... ... 8% 9% 8%
Cost of support and service revenues ... 50,256 42257 38,762 19% 9%
Percentage of support and service
revenues. . ...... e 40% 39% 42%
Percentage of total revenues . ... .... 25% 24% 24%
$66,623 $57,519 $52,098 16% 10%
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(1) See the “Explanatory Note” immediately preceding Part I, Item 1 and Note 3, “Restatement of Consolidated
Financial Statements,” in the Notes to Consolidated Financial Statements of this Annual Report on Form 10-K.

License. Cost of license revenues includes expenses incurred to manufacture, package and distribute our
software products and documentation, as well as costs of licensing third-party software embedded in or sold with
our software products and amortization of purchased technology associated with business combinations. Cost of
license revenues represented 22%, 23% and 20% of total license revenues in 2006, 2005 and 2004, respectively. The
increase in cost of license revenues in absolute dollars from 2005 to 2006 was primarily due to an increase in
amortization of purchased technology associated with recent acquisitions offset by reduced amortization of certain
intangible assets which have become fully amortized. The increase in cost of license revenues in absolute dollars
and as a percentage of total revenues from 2004 to 2005 was also primarily due to the increase in amortization of
purchased technology associated with our acquisitions,

Based solely on acquisitions completed through December 31, 2006 and assuming no impairments, we expect
the amortization of purchased technology classified as a cost of license revenues to be $4.3 million in 2007,
$2.6 million in 2008 and $445,000 in 2009. We expect cost of license revenues as a percentage of license revenues to
vary from period to periad depending on the mix of software products sold, the extent to which third-party software
products are bundled with our products and the amount of overall license revenues, as many of the third-party
software products embedded with our software are under fixed-fee arrangements. Further, the acquisition of
Optimost in November 2007 will increase the amortization of purchased technology.

Support and Service.  Cost of support and service revenues consists of salary and personnel-related expenses
for our consulting, training and support personnel, costs associated with delivering product updates to customers
under active support contracts, subcontractor expenses, facilities costs and depreciation of equipment used in our
consulting, training and customer support operation. Cost of support and services revenues increased $8.0 million or
199 to $50.3 million in 2006 from $42.3 million in 2005. The increase in cost of support and services revenues was
primarily due to higher personnel costs of $3.6 million due to increased average headcount and salary increases,
higher outside services costs of $2.8 million, higher travel expenses of $672,000 and higher stock-based com-
pensation expense of $445,000 related to the adoption of SFAS No. 123R. Cost of support and service revenues
increased $3.6 million or 9% to $42.3 million in 2005 from $38.8 million in 2004. The increase in cost of support
and service revenues was due to higher personnel costs of $2.0 million primarily as a result of the acquisition of
Scrittura, Inc. (“Scrittura™y in August 2005 and higher travel expenses of $1.0 million. Cost of support and service
revenues represented 40%, 39% and 42% of support and service revenues in 2006, 2005 and 2004, respectively. The
increase in cost of support and service revenues as a percentage of related revenues was primarily attributable to an
increase in consulting revenues as a percentage of total support and service revenues, as consulting revenues
generally have lower gross margins than support revenues, Support and service headcount was 215, 214 and 179 at
December 31, 2006, 2005 and 2004, respectively. ‘

We realize lower gross profits on support and service revenues than on license revenues. In addition, we may
contract with outside consultants and system integrators to supplement the services we provide to customers, which
increases our costs and further reduces gross profits. As a result, if support and service revenues increasc as a
percentage of total revenues or if we increase our use of third parties to provide such services, our gross profits will
be lower and our operating results may be adversely affected.

Operating Expenses

Sales and Marketing

Years Ended, December 31, Percentage Change
2006 2005 2004 2005 to 2006 2004 to 2005
As restated(1)  As restated(l)
(In thousands, except percentages)

Sales and marketing ............ £17.114 70,731 $72,044 9% . 3%
Percentage of total revenues . . .. 39% 40% 45% '

41




(1) See the “Explanatory Note” immediately preceding Part I, Item | and Note 3, “Restatement of Consolidated
Financial Statements.” in the Notes to Consolidated Financial Statements of this Annual Report on Form 10-K.

Sales and marketing expenses consist of salaries, commissions, benefits and related costs for sales and
marketing personnel, facilities costs, travel and marketing programs, including customer conferences, promotional
materials, trade shows and advertising. Sales and marketing expenses increased $6.4 million, or 9%, from
$70.7 million in 2005 o $77.1 million in 2006, This ircrease was due primarily to $3.3 million in higher
commissions as a result of higher revenues, $1.5 million in increased promotional expenses, $948,000 in increased
stock-based compensation expense related to the adoption of SFAS No. 123R and $346,000 in increased travel
expense. Sales and marketing expenses decreased $1.9 mitlion, or 1%, from $72.6 million in 2004 to $70.7 million
in 2005. The decline in sales and marketing expenses was primarily due to a $1.4 million decrease in stock-based
compensation expense and a $753,000 decrease in personnel costs. due to employee tumover during the year
partially offset by an $884,000 increase in marketing and advertising expenses due to sales promotion activities. As
a percentage of total revenues, sales and marketing expenses represented 39%, 40% and 45% in 2006, 2005 and
2004, respectively. The decreases in sales and marketing expense as a percentage of total revenues from 2005 to
2006 aind from 2004 to 2005 were due primarily to cost control efforts and higher sales productivity. Sales and
marketing headcount was 234, 236 and 226 at December 31, 2006, 2005 and 2004, respectively.

We expect that the percentage of total revenues represented by sales and marketing expenses will fluctuate
from period to period due to the timing of hiring of new sales and marketing personnel, our spending on marketing
programs and the level of revenues, in particular license revenues, in each period.

Research and Development

Years Ended December 31, Percentage Change
2006 2005 2004 2005 1o 2006 2004 to 2005
As restated(1)  As restated(l)
(In thousands, except percentages)

-Research and development . ... ... $35,069 $31,483 $31,826 11% ()%
Percentage of total revenues . . . . 18% 18% 20%

(1) See the “Explanatory Note” immediately preceding Part I, Item | and Note 3, “Restatement of Consolidated
Financial Statements,” in the Notes to Consolidated Financial Statements of this Annual Report on Form 10-K.

Research and development expenses consist of salaries and benefits, third-party contractors, facilities and
related overhead costs associated with our product development and quality assurance activities. Research and
development expenses increased $3.6 million or 11% from $31.5 million in 2005 to $35.1 million in 2006. This
increase was primarily due to higher personnel costs of $1.2 million, an $821,000 increase in third-party contractor
costs and a $753,000 increase in stock-based compensation expense related to the adoption of SFAS No. 123R.
Research and development expenses decreased $343,000, or 1%, from $31.8 million in 2004 to $31.5 million in
2005. This decrease was primarily due to an $786,000 decrease in stock-based compensation expense and a
$397,000 decrease in rent expenses partially offset by $1.0 million increase in personnel costs including salary
increases and benefit costs. As a percentage of total revenues, research and development expenses were 18%, 18%
and 20% in 2006, 2005 and 2004, respectively. Research and development headcount was 232, 206 and 200 at
December 31, 2006, 2005 and 2004, respectively. The increase in research and development headcount from 2005
to 2006 was primarily due to staffing in our Bangalore, India operations.

General and Administrative

Years Ended December 31, Percentage Change
2006 2005 2004 2005 to 2006 2004 to 2005
As restated(l)  As restated(l)
(In thousands, except percentages)
General and administrative . ... ... $16,787 $14,498 $13,636 16% 6%

Percentage of total revenues . . .. 8% 8% 9%
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(1) See the “Explanatory Note” immediately preceding Part I, Item 1 and Note 3, “Restatement of Consolidated
Financial Statements,” in the Notes to Consolidated Financial Statements of this Annual Report on Form 10-K.

General and administrative expenses consist of salaries and related costs for general corporate functions
including finance, accounting, human resources, legal and information technology. General and administrative
expenses increased $2.3 million or 16% from $14.5 million in 2005 to $16.8 million in 2006. The increase was
primarily due to $1.6 million in charges relating to the retirement of our former Chief Executive Officer and a
$738,000 increase in outside professional fees and services. General and administrative expenses increased
$862,000 or 6% from $13.6 millien in 2004 to $14.5 million in 2005. This increase was primarily due to a
$591,000 increase in personnel costs, a $589,000 increase in legal, accounting and professional fees and a $244,000
increase in outside services cost partially offset by $834,000 decrease in stock-based compensation expense. As a
percentage of total revenues, general and administrative expense was 8% in 2006 and 2005 and 9% in 2004, General
and administrative headcount was 93, 88 and 91 at December 31, 2006, 2005 and 2004, respectively. In 2007, we
incurred and expect to incur significant accounting and legal expense relating to the Audit Commitiee review of our
historical stock option grant procedures and activity, In addition, we incurred additional rent expense associated

. with our new corporate office as we completed tenant improvements in the first seven months of 2007 and moving
costs in the third quarter of 2007.

Amortization of Intangible Assets

Years Ended December 31, Percentage Change
2006 2005 2004 2005 to 2006 2004 to 2005
(In thousands, except percentages)
Amortization of intangible assets . ... ... $3,312 $3,358  $4,541 ()% (26)%
Percentage of total revenues . ........ 2% 2% 3%

Amortization of intangible assets was $3.3 million, $3.4 million and $4.5 million in 2006, 2005 and 2004,
respectively, and consists of amortization expense related to customer lists and assembled workforce intangible
assets recorded in our business combinations. The decrease in amortization of intangible assets from 2005 to 2006
was primarily due to certain intangible assets becoming fully amortized, while the decrease in amortization of
intangible assets from 2004 to 2005 was primarily due to certain intangible assets becoming fully amortized offset
to a lesser degree by the increase in amortization expense associated with the acquisition of Scrittura in 2005. Based
on business combinations completed through December 31, 2006, we expect amortization of intangible assets to be
$2.9 million in 2007 and $308,000 in 2008. We expect to incur additional amartization expense associated with the
acquisition of Optimost in November 2007 and may incur additional amortization expense to the extent we make
any future acquisitions.

Restructuring and Excess Facilities Charges (Recoveries)

Years Ended December 31, Percentage Change
2006 2005 2004 2005 1o 2006 2004 1o 2005
(In thousands, except percentages)

Restructuring and excess facilities charges
(recoveries) . ......... ..., $(902) $(692) $9,782 30% *%

Percentage of total revenues. . ... ... ... *0p *% 6%

* Percentage is not meaningful

In 2006, we reversed $630,000 of the previously recorded restructuring accrual as a result of a change in the
estimate of expected sublease income for one of our excess facilities located in the San Francisco Bay Area due to
an extension to a sublease agreement for that facility. We also reversed $406,000 of the previously recorded
restructuring accrual as a result of revisions to estimated operating expenses for certain of our previously abandoned
facilities. We also reversed $15,000 of the previously recorded restructuring accrual related to litigation exposure
and expected legal costs since certain outstanding matters associated with an employee termination were resolved.
In 2006, we recorded $149,000 of additional restructuring expense to accrete the remaining excess facilities
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obligations to present value in accordance with SFAS No. 146, Accounting for Costs Associated with Exit or
Disposal Activities.

In 2005, we reversed $462,000 of the previously recorded restructuring accrual as a result of subleasing an
excess facility in Mountain View, California, which sublease was not previously anticipated or considered probable.
We also resolved several outstanding matters associated with the termination of certain European employees in
2004 and, as a result, we reversed $365,000 of the previously recorded restructuring accrual related to expected
settlement costs. Further, we revised our estimates of certain sublease assumptions and lease exit costs and reversed
$153,000 of previously recorded excess facilities accrual. Restructuring and excess facilities charges in 2005
includes $288,000 associated with the accretion of discounted future lease payments associated with facilities
leases recorded under SFAS No. 146.

In 2004, we entered into agreements 10 exit excess facilities in Chicago, Illinois and Sunnyvale, California,
revised our sublease assumptions associated with certain excess facilities and restructured certain of our European
operations and our professional services organization. As a result of these actions, we recorded charges of
$8.1 miltion associated with excess facilities and $1.7 million related to workforce reductions, which included the
termination of 28 employees.

The expenses recorded for excess facilities were based on payments due over the remainder of the lease term
and estimated operating costs offset by our estimate of future sublease income. Accordingly, our estimate of excess
facilities costs may differ from actual results and such differences may result in additional charges or credits that
could materially affect our consolidated financial condition and results of operations. We may also incur additional
excess facilities costs as a result of our acquisition of Optimost in November 2007.

Interest Income and Other, Net

Years Ended December 31, Percentage Change
2006 2005 2004 2005 to 2006 2004 to 2005
(In thousands, except percentages)
Interest income and other, net. . ........ $6,324  $3.574 $1,725 T7% 107%
Percentage of total revenues . ........ 3% 2% 1%

Interest income and other is primarily composed of interest earned on our cash, cash equivalents and
investments and foreign exchange gains and losses. Interest income and other was $6.3 million, $3.6 million
and $1.7 million in 2006, 2005 and 2004, respectively. Interest income and other increased $2.8 million, or 77%,
from 2005 to 2006 and $1.8 million, or 107%, from 2004 to 2005, respectively. The increases were primarily due to
higher average interest rates on our cash and investments and a higher average balance of cash and investments.

Provision for Income Taxes

Years Ended December 31, Percentage Change .
2006 2005 2004 2005 to 2006 2004 to 2005
{[n thousands, except percentages)
Provision for income taxes . ............ $2,203  $1.088  $986 102% 10%
Percentage of total revenues. . ......... 1% 1% 1%

The provision for income taxes recorded in 2006, 2005 and 2004 were comprised primarily of foreign income
taxes and foreign withholding taxes, and also included a provision for federal alternative minimum tax and state
income taxes. The effective tax rate for the years ended December 31, 2006, 2005 and 2004 was 25%, 63% and
(4)%, respectively. This change in the effective rate was primarily due to the effect of income taxes and foreign
withholding taxes with significantly increased pre-tax income, '

Upon adoption of SFAS No. 123R, we have elected to use the short form method to caiculate the tax effects of
stock-based compensation. Under the short form method, we use the cumulative effect of award grants to establish
our hypothetical additional paid-in capital pool related to the tax effects of the employee stock-based compensation
“as if” we had adopted the recognition provisions of SFAS No. 123, Accounting for Stock-Based Compensation,
since its effective date of January 1, 1995,
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Due to the adoption of SFAS No. 123R, some exercises result in tax deductions in excess of previously
recorded benefits based on the option value at the time of grant, or windfalls. We recognize windfall tax benefits
associated with the exercise of stock options directly to stockholders’ equity only when realized. Accordingly,
deferred tax assets are not recognized for net operating loss carryforwards resulting from windfall tax benefits
occurring from January 1, 2006 onward. A windfall tax benefit occurs when the actual tax benefit realized by us
upon an employee’s disposition of a share-based award exceeds the deferred tax asset, if any, associated with the
award that we had recorded. In connection with the adoption of SFAS No. 123R, we have elected to use the “with
and without” method for recognition of excess tax benefits related to stock option exercises. As part of this election,
we have also elected to exclude indirect benefits of stock option exercises from equity and record these benefits in
our tax provision.

As of December 31, 2006, we have determined that, based wpon our assessment of positive and negative
evidence available, it was appropriate to continue to provide a full valuation allowance against our net deferred tax
assets. Additionally, while we have net operating loss and research and development tax credit carryforwards, the
amounts of and benefits from these carryforwards may be impaired or limited in certain circumstances. During
2006, we determined that such carryforwards did not properly consider the impact of various statutory limitations
and as a result our deferred tax assets were overstated by approximately $34.6 million as of December 31, 2005.
Accordingly, we adjusted our deferred tax assets to give effect to these limitations. Events which cause limitations
in the amount of net operating loss and credit carryforwards that we may utilize in any one year include, but are not
limited to, a cumulative ownership change as defined under Sections 382 and 383 of the Internal Revenue Code.
Additionally, net operating losses and credits related to companies that we have acquired or may acquire in the
future may be subject to similar limitations.

Liquidity and Capital Resources

December 31, Percentage Change
2006 2005 2004 2005 to 2006 2004 to 2005

As restated(1) As restated(1)}
{In thousands, except percentages)

Cash, cash equivalents and short-term

INvestments . ..........ouveen.n. $176,461 $137,199 $133,757 29% 3%
Working capital .. ................ $120,294 $ 86,009 - $ 85,975 40% 1%

Stockholders’ equity. . ............. $323,960 $298,700 $289,123 9% 4%

(1) See the “Explanatory Note” immediately preceding Part I, Itern | and Note 3, “Restatement of Consolidated
Financial Statements,” in the Notes to Consolidated Financial Statements of this Annual Report on Form 10-K.

Our primary sources of cash are the collection of accounts receivable from our customers and typically
proceeds from the exercise of stock options and stock purchased under our employee stock purchase plan. Qur uses
of cash include payroll and payrell-related expenses and operating expenses such as marketing programs, travel,
professional fees and facilities and related costs. We also use cash to purchase property and equipment, pay
tiabilities for excess facilities and to acquire businesses and technologies to expand our product offerings.

A number of non-cash items were charged to expense in 2006, 2005 and 2004, These items include
depreciation and amortization of property and equipment, intangible assets and stock-based compensation.
Although these non-cash items may increase or decrease in amount and therefore cause an associated increase
or decrease in our future operating results, these items will have no corresponding impact on our operating cash
flows.

Cash provided by operating activities in 2006 was $28.5 million, representing an improvement of $13.0 million
from 2005. This change was primarily the result of improved operating results, after adjusting for non-cash expense,
increases in accrued liabilities and deferred revenues offset by an increase in accounts receivable and other assets
and paymenits to reduce the restructuring and excess facilities accrual, Payments made to reduce our excess facilities
obligations totaled $8.3 million. Qur days outstanding in accounts receivable (“days outstanding”™) were 59 days and
60 days at December 31, 2006 and 2003, respectively. Deferred revenues increased primarily due to increased sales
of customer support contracts.
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Cash provided by operating activities in 2005 was $15.5 million, representing an improvement of $22.8 million
from 2004. This change was primarily the result of improved operating results, after adjusting for non-cash expense,
and lower payments to reduce our restructuring and excess facilities accrual offset by an increase in accounts
receivable. Payments made to reduce our excess facilities obligations totaled $8.0 million. Our days outstanding in
accounts receivable were 60 days at December 31, 2005 and 2004. Deferred revenues increased primarily due to
increased sales of customer support contracts.

Cash used in operating activities in 2004 was $7.2 million, primarily due to our net loss, after adjusting for non-
cash expenses, cash collections against accounts receivable and an increase in accounts payable, accrued liabilities
and deferred revenues offset by higher payments to reduce our restructuring and excess facilities accrual. Payments
made to reduce our excess Tacilities obligations totaled $26.6 million and included scheduled lease payments on
excess facilities and cash paid to terminate a portion of our headquarters lease and a lease in Chicago, llinois.

Cash used in investing activities in 2006 was $43.0 miilion. This cash usage resulted from net payments for the
purchase of short-term investments of $37.9 miilion; $1.6 million in purchased technology and $3.6 million to
purchase property and equipment,

Cash provided by investing activities in 2005 was $28.6 million. This primarily resulted from net proceeds
from short-term investments of $48.0 million, offset by $16.6 million used to acquire Scrittura and $2.8 million to
purchase property and equipment.

Cash used in investing activities in 2004 was $5.0 million. This cash usage resulted from net payments for the
purchase of shori-term investments of $1.1 million; $1.2 million in purchased technology and $2.7 million to
purchase property and equipment.

Cash provided by financing activities was $15.0 million, $7.1 million and $4.6 mitlion in 2006, 2005 and 2004,
respectively. Cash provided by financing activities was the results of proceeds received from the exercise of
common stock options and shares issued under our employee stock purchase plan. In 2004, we made payments of
$1.2 million to retire a term loan assumed in the merger with iManage. Cash provided by financing activities is
expected to decline significantly in 2007 as a result of the voluntary review of our historical stock option granting
practices, which suspended the exercise of common stock options and purchases of shares under our employee stock
purchase plan since April 2007.

We have classified our investment portfolio as “available for sale,” and our investment objectives are (o
preserve principal and provide liquidity while at the same time maximizing yields without significantly increasing
risk. We may sell an investment at any time if the quality rating of the investment declines, the yield on the
investment is no longer attractive or if a requirement for cash arises. Because we invest only in investment securities
that are highly liquid with a ready market, we believe that the purchase, maturity or sale of our investments has no
material impact on our overall liquidity.

We anticipate that we will continue to purchase property and equipment as necessary in the normal course of
our business. The amount and timing of these purchases and the related cash outflows in future periods is difficult to
predict and is dependent on a number of factors including the hiring of employees, the rate of change of computer
hardware and software used in our business, the leasing of a new office facility and our business outlook. In 2007,
we purchased fumiture and equipment and made leasehold improvements to our new headquarters facility in
San Jose, California.

We have used cash to acquire businesses and technologies that enhance and expand our product offerings and
we anticipate that we will continue to do so in the future. For example, in November 2007, we acquired all the
membership interests of Optimost in exchange for $52.0 million in cash and assumed certain unvested stock
options. The nature of these transactions makes it difficult to predict the amount and timing of such cash
requirements, We may also be required to raise additional financing to complete future acquisitions.

We receive cash from the exercise of common stock options and the sale of common stock under our employee
stock purchase plan. While we expect to continue to receive these proceeds in future periods, the timing and amount
of such proceeds are difficult to predict and are contingent on a number of factors including the price of our common
stock, the number of employees participating in our stock option plans and our employee stock purchase plan and
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general market conditions. Since April 2007 employees were unable to exercise stock options or purchase shares
under our employee stock purchase plan. Accordingly, proceeds from such exercises and purchases will be lower in
2007 than 2006,

Bank Borrowings. We had a $13.0 million line of credit available to us at December 31, 2006, which is
secured by cash, cash equivalents and investments and is primarily used as coliateral for letters of credit required by
our facilities leases. The line of credit bears interest at the lower of 19 below the bank’s prime rate adjusted from
time to time or a fixed rate of 1.5% above the LIBOR in effect on the first day of the term. There are no financial
covenant requirements under this line of credit. The line of credit agreement expired in July 2007 and we have
entered into a new line of credit with the same financial institution. The new line of credit agreement provided up to
$13.0 million until September 30, 2007 and up to $7.0 million until July 31, 2008, There were no outstanding
borrowings under this line of credit as of December 31, 2006 and 2005.

Facilities, 'We lease facilities under operating lease agreements that ¢xpire at various dates through 2016. As
of December 31, 2006, minimum cash payments due under operating lease obligations totaled $40.6 million. The
following table presents our prospective future lease payments under these agreements as of December 31, 2006,
which is net of our estimate of potential sublease income (in thousands):

Excess Facilities

Occupied Minimum Lease Estimated Sub- Estimated Net Net Future
Years Ending December 31, Facilities Commitments Lease Income Costs Outflows Qutflows
2000 ... $ 8389 $5,498 $ (996.1) $ 651 $5.,155 $13,544
2008 .. ... 4,144 1,973 (802) 382 1,553 5,697
2009 ... 2,731 1,258 (523) 345 1,080 3,811
2000, 2,673 1,049 (452) 339 936 3,609
2001 ... 2,826 — — — — 2,826
Thereafter ....... S 10,078 - — — — 10,078
. $30.841 $9,778 $2,77D $1.,717 8,724 $39,565
Less: Present value discount of future lease payments. . ..................... (28)
Obligations for excess facilities recognized as of December 31,2006 ........... $8,696

We have entered into a lease for a new headquarters facility in San Jose, California. The lease commenced
August 1,2007 and will expire on July 31, 2014. The table above includes $12.7 million in operating lease payments
associated with this new facility.

The restructuring and excess facilities accrual at December 31, 2006 includes minimum lease payments of
$9.8 million and estimated operating expenses of $1.7 million offset by estimated sublease income of $2.8 million
and the present value discount of $28,000 recorded in accordance with SFAS No. 146. We estimated sublease
income and the related timing thereof based on existing sublease agreements or with the input of third party real
estate consultants and current market conditions, among other factors. Our estimates of sublease income may vary

" significantly from actual amounts realized depending, in part, on factors that may be beyond our control, such as the
time periods required to locate and contract suitable subleases and the market rates at the time of such subleases.

In relation to our excess facilities, we may decide to negotiate and enter into lease termination agreements, if
and when the circumstances are appropriate. These lease termination agreements would likely require that a
significant amount of the remaining future lease paymenits be paid at the time of execution of the agreement, but
would release us from future lease payment obligations for the abandoned facility. The timing of a lease termination
agreement and the corresponding payment could materially affect our cash flows in the period of payment.

‘We have entered into standby letter of credit agreements associated with our facilities leases, which serve as
required security deposits for such facilities. These letters of credit expire at various times through 2016. At
December 31, 2006, we had $12.4 million outstanding under standby letters of credit, which are secured by cash,
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cash equivalents and investments. The following presents the outstanding commitments under these agreements at
each respective balance sheet date for the next five years and at balance sheet dates after 2011 (in thousands):

Standby

Letters of

_Credit

Years Ending December 31,

2007 e e e e e e e $3,594
1 $2,941
2000 e e e e e $2,941
2000 . e e e e $1,441
1. 1 $1,441
ATtEr 2000 . . e e e $1,441

We currently anticipate that our current cash, cash equivalents and short-term investments, together with our
existing line of credit, will be sufficient to meet our anticipated needs for working capital and capital expenditures
for at least the next 12 months. However, we may be required, or could elect, to seek additional funding at any time.
We cannot assure you that additional equity or debt financing, if required, will be available on acceptable terms, if at
all.

Financial Risk Management

As we operate in a number of countries around the world, we face exposure to adverse movements in foreign
currency exchange rates. These exposures may change over time as business practices evolve and may have a
material adverse impact on our consolidated financial results. Our primary exposures relate to non-United States
Dollar-denominated revenues and operating expenses in Europe, Asia Pacific and Canada.

We use foreign currency forward contracts as risk management tools and not for speculative or trading
purposes. Gains and losses on the changes in the fair values of the forward contracts are included in interest income
and other, net in our consolidated statements of operations. We do not anticipate significant currency gains or losses
in the near term. ‘

We maintain investment portfolio holdings of various issuers, types and maturities. These securities are
classified as available-for-sale and, consequently, are recorded on the consolidated balance sheet at fair value with
unrealized gains and losses repotted in accumulated other comprehensive loss on our consolidated balance sheets.
These securities are not leveraged and are held for purposes other than trading,

Off-Balance Sheet Arrangements

We do not use off-balance sheet arrangements with unconsolidated entities or related parties, nor do we use
other forms of off-balance sheet arrangements such as research and development arrangements. Accordingly, our
liquidity and -capital resources are not subject to off-balance sheet risks from unconsolidated entities. As of
December 31, 2006, we did not have any off-balance sheet arrangements, as defined in Item 303(a)(4)(ii) of
Securities and Exchange Commission Regulation S-K.

We have entered into operating leases for our office facilities in the normal course of business. These
arrangements are often referred to as a form of off-balance sheet financing. As of December 31, 2006, we leased
facilities under non-cancelable operating leases expiring between 2007 and 2016. Rent expense under operating
leases for 2006, 2005 and 2004 was $10.2 million, $9.9 million and $9.8 million, respectively. Future minimum
lease payments under our operating leases as of December 31, 2006 are detailed previously in “Liquidity and
Capital Resources”.

In the normal course of business, we provide indemnifications of varying scope to customers against claims of
intellectual property infringement made by third parties arising from the use of our products. Historically, costs
related to these indemnification provisions have not been significant and we are unable to estimate the maximum
potential impact of these indemnification provisions on our future consolidated results of operations.
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Critical Accounting Policies and Estimates

In preparing our consolidated financial statements, we make estimates, assumptions and judgments that can
have a significant impact on cur revenues, income {1oss) from operations and net income (loss), as well as on the
value of certain assets and liabilities on our consolidated balance sheet. We base our estimates, assumptions and
judgments on historical experience and various other factors that we believe to be reasonable under the circum-
stances. Actual results could differ materially from these estimates under different assumptions or conditions. On a
regular basis, we evaluate our estimates, assumptions and judgments and make changes as deemed appropriate
under the circumstances. We also discuss and review the suitability of these critical accounting policies and our
critical accounting estimates with the Audit Committee of the Board of Directors and our independent registered
public accountants. We believe that there are several accounting policies that are critical to an understanding of our
historical and future performance, as these policies affect the reported amounts of revenues, expenses and
significant estimates and judgments applied by management in the preparation of our consolidated financial
statements. While there are a number of accounting policies, methods and estimates affecting our consolidated
financial statements, areas that are of particular significance include:

* revenue recognition;

~ « estimating the allowance for doubtful accounts and sales returns;
+ estimating the accrual for restructuring and excess facilities costs;
* accounting for stock-based compensation;
* accounting for income taxes; and
+ vajuation of long-lived assets, intangible assets and goodwill.

Revenue Recognition. We derive revenues from the license of our software products and from support,
consulting and training services.

We recognize revenue using the “residual method” in accordance with Statement of Position (“SOP’) No. 97-2,
Software Revenue Recognition, as amended by SOP No. 98-9, Modification of SOP 97-2, Software Revenue
Recognition with Respect to Certain Transactions. Under the residual method, for agreements that have multiple
deliverables or “multiple element arrangements” (e.g., software products, services, support, etc), revenue is
recognized for delivered elements only where vendor specific objective evidence of fair value exists for all of the
undelivered elements. Our specific objective evidence of fair value for support is based on the renewal rate as stated
in the agreement, so long as the rate is substantive. Qur specific objective evidence of fair value for our other
undelivered elements is based on the price of the element when sold separately. Once we have established the fair
value of each of the undelivered elements, the dollar value of the arrangement is allocated to the undelivered
elements first and the residual of the dollar value of the arrangement is then allocated to the delivered elements. At
the outset of the arrangement with the customer, we defer revenue for the fair value of undelivered elements
(e.g., support, consulting and training} and recognize revenue for the remainder of the arrangement fee attributable
to the elements initially delivered in the arrangement (i.¢., software product) when the basic criteria in SOP No. 97-2
have been met. For arrangements that include a support renewal rate that we determine is not substantive, all
revenue for such arrangement is recognized ratably over the applicable support period.

Under SOP No, 97-2, revenue attributable to an element in a customer arrangement is recognized when
persuasive evidence of an arrangement exists, delivery has occurred, the fee is fixed or determinable, collectibility is
probable and the arrangement does not require additional services that are essential to the functionality of the
software.

At the outset of our customer arrangements, if we determine that the arrangement fee is not fixed or
determinable, we recognize revenue when the arrangement fee becomes due and payable. We use judgment to
assess whether the fee is fixed or determinable based on the payment terms associated with each transaction. If a
portion of the license fee is due beyond our normal payments terms, which generally does not exceed 185 days from
the invoice date, we do not consider the fee to be fixed or determinable. In these cases, we recognize revenue as the
fees become due. We use judgment to determine collectibility on a case-by-case basis, following analysis of the
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general payment history within the geographic sales region and a customer’s years of operation, payment history
and credit profile. If we determine from the outset of an arrangement that collectibility is not probable based upon
our review process, we recognize revenue as payments are received. We periodically review collection patterns
from our geographic locations to ensure historical collection results provide a reasonable basis for revenue
recognition upon signing of an arrangement.

Support and service revenues consist of professional services and support fees. Professional services consist of
software installation and integration, training and business process consulting, Professional services are predom-
inantly billed on a time-and-materials basis and we recognize revenues as the services are performed. If uncertainty
exists about our ability to complete the project, our ability to collect the amounts due, or in the case of fixed fee
consulting arrangements, our ability to estimate the remaining costs to be incurred to complete the project, revenue
is deferred until the uncertainty is resolved.

Support contracts are typically priced as a percentage of the product license fee and generally have a one-year
term. Services provided to customers under support contracts include technical product support and unspecified
product upgrades when and if available. Revenues from advanced payments for support contracts are recognized
ratably over the term of the agreement.

Allowance for Doubtful Accounts. We make estimates as to the overall collectibility of accounts receivable
and provide an allowance for accounts receivable considered uncollectible. In estimating this allowance, our
management specifically analyzes our accounts receivable and historical bad debt experience, customer concen-
trations, customer credit-worthiness, current economic trends and changes in customer payment terms when
evaluating the adequacy of the allowance for doubtful accounts. Actual customer collections could differ from our
estimates. In general, our allowance for doubtful accounts consists of specific accounts where we believe collection

.is not probable and an estimate, based on historical write-offs, of the potential write-offs for receivables not
specifically reserved.

Allowance for Sales Remms From time to time, a customer may return to us some or all of the software
purchased. While our software and reseller agreements generally do not provide for a specific right of retun, we
may accept product returns in certain circumstances. To date, sales returns have been infrequent and not significant
in relation to our total revenues. We make an estimate of our expected returns and provide an allowance for sales
returns in accordance with SFAS No. 48, Revenue Recognition When Right of Return Exists. Management
specifically analyzes our revenue transactions, customer software installation patterns, historical return patiern,
current economic trends and customer payment terms when evaluating the adequacy of the allowance for sales
returns.

Restructuring and Excess Facilities Accrual.  In connection with our restructuring and facility consolidation
plans, we perform evaluations of our then-current facilities requirements and identify facilities that are in excess of
our current and estimated future needs. When a facility is identified as excess and we have ceased use of the facility,
we accrue the fair value of the remaining lease obligation. In determining fair value of expected sublease income
over the remainder of the lease term and of related exit costs, if any, we receive appraisals from real estate brokers to
aid in our estimate. In addition, during the evaluation of our facilities requirements, we also identify operating
equipment and leasehold improvements that may be impaired. Excluding the facilities that are currently subleased,
our excess facilities are being marketed for sublease and are currently unoccupied. Accordingly, our estimate of
sublease income from vacant excess facilities could differ from actual results and such differences could require
additional charges or credits that could materially affect our consolidated financial condition and results of
operations. We reassess our excess facilities liability each period based on current real estate market conditions to
determine if our estimates of the amount and timing of future sublease income are reasonable.

Accounting for Stock-Based Compensation. Effective January 1, 2006, we adopted SFAS No. 123R, Share-
Based Payment, using the modified prospective transition method, in which compensation expense is recognized
beginning with the effective date (a) based on the requirements of SFAS No. 123R for all share-based payments
granted after the effective date and (b) based on the original provisions of SFAS No. 123, Accounting for Stock-
Based Compensation, for all stock options granted to employees prior to the effective date of SFAS No. 123R that
remain unvested on the effective date. Since we elected to use the modified prospective transition method, the
consolidated results of operations have not been restated for prior periods. At December 31, 2006, there was
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$7.8 million of total unrecognized compensation cost related to unvested stock-based compensation arrangements
granted under all equity compensation plans, Total unrecognized compensation cost will be adjusted for future
changes in estimated forfeitures. We expect to recognize that cost over a weighted average period of 2.7 years.

Determining the appropriate fair value model and calculating the fair value of stock-based awards requires
judgment, including estimating expected life, stock price volatility and forfeiture rates. We estimate the fair value of
options granted using the Black-Scholes option valuation model and the assumptions are shown in the Notes to the
Consolidated Financial Statements. We estimate the expected life of options granted based on the history of grants,
exercises and cancellations in our option database. We also estimate the volatility based upon the historical
volatility experienced in our stock price over the expected term of the option. To the extent volatility of our stock
price changes in the future, our estimates of the fair value of options granted in the future would change, thereby
increasing or decreasing stock-based compensation expense in future periods. The risk free interest rates are based
on the United States Treasury yield curve in effect at the time of grant for periods corresponding with the expected
life of the options. We have never paid any cash dividends on our common stock and we do not anticipate paying any
cash dividends in the foreseeable future, Consequently, we used an expected dividend yield of zero in the Black-
Scholes option valuation model. In addition, we apply an expected forfeiture rate when amortizing our expense. Our
estimate of the forfeiture rate was based primarily upon historical experience of employee turnover. To the extent
we revise our estimates in the future, our stock-based compensation expense could be materially impacied in the
quarter of revision, as well as in following quarters. In the future, as empirical evidence regarding these input
estimates is able to provide more directionally predictive results, we may change or refine our approach of deriving
these input estimates. These changes could impact our fair value of options granted in the future.

Accounting for Income Taxes. We account for income taxes in accordance with SFAS No. 109, Accounting
for Income Taxes. Under this method, deferred tax assets and liabilities are recognized based on the differences
between the financial statement carrying amounts of existing assets and liabilities and their respective tax bases.
Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable income in the
years in which those temporary differences are expected to be recovered or settled.

In preparing our consolidated financial statements, we assess the likelihood that our deferred tax assets will be
realized from future taxable income. We also review our net operating loss and credit carryforwards to assess the
impact of statutory limitations. We establish a valuation allowance if we determine that it is more likely than not that
some portion of the deferred tax assets will not be realized. Changes in the valuation allowance, when recorded,
would be included in our consolidated statements of operations as a provision for (benefit from) income taxes. We
exercise significant judgment in determining our provisions for income taxes, our deferred 1ax assets and liabilities
and our future taxable income for purposes of assessing our ability to utilize any future tax benefit from our deferred
tax assets. During 2006, we assessed the need for a valuation allowance against our deferred tax assets and based on
earnings history and projected future taxable income, management determined that it is more likely than not that the
deferred tax assets would not be fully realized.

We calculate our current and deferred tax provision based on estimates and assumptions that could differ from
the actual results reflected in income tax returns filed during the subsequent year. Adjustments based on filed returns
are recorded when those returns are filed and the impacts of the adjustments are known,

As a matter of course we may be audited by various taxing authorities and those audits may result in proposed
assessments where the ultimate resolution results in us owing additional taxes. We establish reserves when, despite
our belief that our tax return positions are appropriate and supportable under local tax law, we believe certain
positions are likely to be challenged by tax authoritics and we may not succeed in realizing the tax benefit. We
evaluate these reserves each quarter and adjust the reserves and the related interest in light of changing facts and
circumstances that affect the probability of realizing tax benefits, such as the progress of a tax audit or the expiration
of a statute of limitations. We believe that our tax positions comply with applicable tax law and that we have
adequately provided for any known tax contingencies, however, our future results may include favorable or
unfavorable adjustments to our estimated tax liabilities in the periods that assessments are resolved or when the
statutes of limitations expire,
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Impairment of Goodwill and Long-Lived Assets. We account for goodwill under SFAS No. 142, Goodwill
and Other Intangible Assets. Under SFAS No. 142, we are required to perform an impairment review of goodwill on
at least an annual basis. This impairment review involves a two-step process as follows:

* Step | — We compare the fair value of our single reporting unit to its carrying value, including goodwill. If
the reporting unit’s carrying value, including goodwill, exceeds the unit’s fair value, we move on to Step 2. If
the unit’s fair value exceeds the carrying value, no further work is performed and no impairment charge is
necessary.

* Step 2 — We perform an allocation of the fair value of the reporting unit to its identifiable tangible and non-
goodwill intangible assets and liabilities. This allocation derives an implied fair value for the reporting unit’s
goodwill, We then compare the implied fair value of the reporting unit’s goodwill with the carrying amount
of the reporting unit’s goodwill. If the carrying amount of the reporting unit’s goodwill is greater than the
implied fair value of its goodwill, an impairment charge would be recognized for the excess.

We have determined that we have one reporting unit. We performed and completed the required annual
impairment testing in the third quarter of 2006. Upon completing our review, we determined that the carrying value
of the recorded goodwill had not been impaired and no impairment charge was recorded. Assumptions and
estimates about future values and remaining useful lives are complex and often subjective. Although we determined
in 2006 that the recorded goodwill had not been impaired, changes in the economy, the business in which we operate
and our own relative performance may result in goodwill impairment in future periods. Accordingly, future changes
in market capitalization could result in significantly different fair- values of the reporting unit, which may impair
goodwill.

We are also required to assess goodwill for impairment on an interim basis when indicators exist that goodwill
may be impaired based on the factors mentioned above. For example, if our market capitalization declines below
our net book value or we suffer a sustained decline in our stock price, we will assess whether the goodwill has been
impaired. A significant impairment could result in additional charges and have a material adverse impact on our
consolidated financial condition and operating results.

We account for the impairment and disposal of long-lived assets utilizing SFAS No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets. SFAS No. 144 requires that long-lived assets, such as property and
equipment, and purchased intangible assets subject to amortization, be reviewed for impairment whenever events or
changes in circumstances indicate that the carrying amount of an asset may not be recoverable. The recoverability
of an asset is measured by a comparison of the carrying amount of an asset to its estimated undiscounted future cash
flows expected to be generated. If the carrying amount of an asset exceeds its estimated future cash flows, an
impairment charge is recognized by the amount by which the carrying amount of the asset exceeds the fair value of
the asset. We do not believe there were any circumstances which indicated that the carrying value of an asset may
not be recoverable. '

Intangible assets, other than goodwill, are amortized over estimated useful lives of between 12 and 48 months.
The amortization expense related to the intangible assets may be accelerated in the future if we reduce the estimated
useful life of the intangible assets or determine that an impairment has occurred.
Recent Accounting Pronouncements

For recent accounting pronouncements see Note 2, Summary of Significant Accounting Policies, in the Notes
to Consolidated Financial Statements.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

All market risk sensitive instruments were entered into for non-trading purposes. We do not use derivative
financial instruments for speculative trading purposes, nor do we hedge our foreign currency exposure in a manner
that entirely offsets the effects of changes in foreign exchange rates.
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Interest Rate Risk

The primary objectives of our investment activities are to preserve principal and provide liquidity while at the
same time maximizing yields without significantly increasing risk. To achieve these objectives, we maintain a
portfolio of cash equivalents and short-term investments in a variety of securities, including government and
corporate obligations, certificates of deposit and money market funds.

We invest in high quality credit issuers and limit the amount of credit exposure with any one issuer. We seek to
preserve our invested funds by limiting default risk, market risk and reinvestment risk. We mitigate default risk by
investing in only high quality credit securities that we believe to have low credit risk and by, positioning our portfolio
to respond appropriately to a significant reduction in a credit rating of any investment issuer or guarantor. The short-
term interest-bearing portfolio includes only marketable securities with active secondary or resale markets to ensure
portfolio liquidity.

All highly liquid investments with a maturity of three months or less at the date of purchase are considered to
be cash equivalents. Investments with maturities greater than three months are “available for sale” and are
considered to be short-term investments. The following table presents the carrying value, which approximates fair
value, and related weighted average interest rates for cash equivalents and short-term investments at December 31,
2006 (in thousands, except rates):

Average
Carrying Interest
Value Rate
Cashequivalents. . .. .. ... i i et e e $ 36,169 4.47%
Short-1erm INVESLMENS . . . .. . . . .t e e e e e e e e e e 102,342 4.49%

$138,511  4.48%

The following table presents the carrying value, which approximates fair value, and related weighted average
interest rates for cash equivalents and short-term investments at December 31, 2005 (in thousands, except rates):

Average
Carrying = Interest
Value Rate
Cash equivalents. . .. ... .. ottt it it i it it ee e e e e $ 49,601 2.47%
ShOTt-1EIT INVESIMEIIS .+ . o v v v vttt e et e et et e tar et tennnannes 63,581 3.14%

$113,182 2.94%

Interest rate movements affect the interest income we earn on cash equivalents and short-term investments.
Assuming an average investment balance of $123.0 million in 2006, if interest rates were to increase (decrease)} by
10%, this would result in a $553,000 increase (decrease) in annual interest income. Further, we hold debt securities
in government agencies, corporate obligations and commercial paper of $100.8 million at December 31, 2006 and
the market value of these investments may decline if interest rates rise. If the market value of these debt securities
decline, we may suffer losses in principal if forced to sell the securities. However, we reduce our interest rate risk by
investing in instruments with remaining time to maturity of less than two years.

At December 31, 2006 and 2005, we had no outstanding borrowings.

Foreign Currency Risk

We develop our software products in the United States and India for sale in the Americas, Europe and Asia
Pacific. Our financial results could be affected by factors such as changes in foreign currency exchange rates or
economic conditions in foreign markets. A majority of our revenues are denominated in United States Dollars;
however, a strengthening of the United States Dollar could make our software products less competitive in foreign
markets. We enter into forward foreign currency contracts to manage the exposure related to accounts receivable
denominated in foreign currencies. We do not enter into derivative financial instruments for trading purposes. At
December 31, 2006, we had’ outstanding forward foreign currency contracts with notional amounts totaling
approximately $10.2 million. The forward foreign currency contracts expired in January 2007 and offset certain

53




foreign currency exposures in the Euro, British Pound, Australian Dollar and Japanese Yen. At December 31, 2005,
we had outstanding forward foreign currency contracts with notional amounts totaling approximately $5.8 million.
The forward foreign currency contracts expire in February 2006 and offset certain foreign currency exposures in the
Euro, British Pound and Australian Dollar. These forward foreign exchange contracts do not qualify for hedge
accounting under SFAS No. 133, Accounting for Derivative Instrumenis and Hedging Activities, as amended, and
accordingly, are marked to market and recognized in the consolidated resulis of operations in interest income and
other, net, The fair value of the liability associated with forward foreign currency contracts recognized in the
consolidated financial statements as of December 31, 2006 and 2005 was $24,000 and $19,000, respectively.

The table below provides information about our forward foreign currency contracts at December 31, 2006. The
information is provided in United States Dollar equivalent amounts, The following table presents the notional
amounts, at contract exchange rates, and the contractual foreign currency exchange rates expressed as units of the
foreign currency per United States Dollar, which in some cases may not be the market convention for quoting a
particular currency (in thousands, except rates):

Contract
Notional Exchange
Principal Rate
Australian Dollars. . . ... ... .. $ 2,053 0.79
BUrOS . oo e 3,386 1.32
British Pounds . .. ... .o e e e 4,106 1.96
Japanese Yen . ... ... .. e 633 0.01
$10,198
Estimated fair value of liability . . . ........ .. ... .. .. .. .. ... ... . ... 3 24

The table below provides information about our forward foreign currency contracts at December 31, 2005. The
information is provided in United States Dollar equivalent amounts. The following table presents the notional
amounts, at contract exchange rates, and the contractual foreign currency exchange rates expressed as units of the
foreign currency per United States Dollar, which in some cases may not be the market convention for quoting a
particular currency (in thousands, except rates): '

Contract
Naotional Exchange
Principal Rate
Australian Dollars. . . ... ... .. i e T $ 8183 0.73
BUEOS o o e 2,740 1.18
British Pounds . ... i 2,155 1.72
$5,778
Estimated fair value of liability . ... ... ... ... . .. . . $ 19

While we actively monitor our foreign currency risks, there can be no assurance that our foreign currency
hedging activities will substantially offset the impact of fluctuations in currency exchange rates in our consolidated
results of operations, cash flows and financial position.

We regularly review our foreign currency strategy and may as part of this review determine at any time to
change our strategy.
Commodity Price Risk

As of December 31, 2006 and 2005, we did not hold commodity instruments and have never held such
instruments in the past. -
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ITEM B. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Quarterly Financial Information (Unaudited)

The following tables set forth a summary of our quarterly financial information for each of the four quarters in

2006 and 2005 (in thousands, except per share amounts):

Three Months Ended

December 31, September 30, June 30, March 31,
. 00! 2006 2006 2006
Revenues:
LICENSE .o\ e $21,021 518,580 $18,508  $17,569
Support and service . ........ ... .. .. i 32,896 32,335 30,521 28,889
Total revenues. . .. ....ov i v i 53,917 50,915 49,029 46,458
Cost of revenues;
LICBnSE . .ot e e 3,352 4426 4,417 4,172
Support and service . ... ........ .. ... .. ... 12,932 13,140 12,327 11,857
Total costof revenues . . ... .................. 16,284 17,566 16,744 16,029
Grossprofit . ....... .. ... . ... .. i, 37,633 33,349 32,285 30,429
Operating expenses: A
Salesand marketing . . .......... ... ... . . 20,668 18,877 19,168 18,401
Research an_d development . .................... 9,085 8,902 8,528 8,554
General and administrative . ... ........... .. .. .. 3,772 3,964 3,791 5,260
Amortization of intangible assets. . ... ............ 828 828 828 828
Restructuning and excess facilities charges
(recoveries). . . ...t i e e e (15) 41 (591) (33D
Total operating expenses . . ... ................ 34,338 32,612 31,724 32,706
Income (loss) from operations. . ............... 3,295 137 561 (2,277
Interest income and other, net, .. .................. 1,888 1,631 1,531 1,274
Income (loss) before provision for income taxes ... .. 5,183 2,368 2,092 (1,003)
Provision for income taxes . .................... 853 595 315 440
Netincome (oSS}, . . oo oot et e e e e e e $ 4,330 $ 1,773 $ 1,777 5(1,44D
Basic net income (loss) per common share ... ........ $ 0.10 § 004 $ 004 § (0.03)
Shares used in computing basic net income (loss) per
COmMmMON Share . .......... ittt ine e 43813 43,045 42,629 42 430
Diluted net income (loss) per common share. . ... ... .. $ 010 $ 004 $ 004 $ (0.03)
Shares used in computing diluted net income (loss) pe
commonshare ......... ...l 45,337 43,922 43,350 42 430
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Three Months Ended

September 30,
2005

June 30,
2005

March 31,
2005

December 31,
2005
As restated(l)
Revenues;
LiCense . .. i e e e $19,254
Support and service .. ........... ... ... 28,325
Total revenues . ..........cvvivnnn.. 47 579
Cost of revenues:
License . . ... ... . e 4,481
Support and service ... ....... ... ..., ... 11,265
Total cost of revenues. . ................ 15,776
Grossprofit . ............. ..., 31,803
Operating expenses: 7
Sales and marketing . .. .. ..... ... .. ..... 18,760
Research and development . ............... 7.842
General and administrative. .. ............. 4,090
Amortization of intangible assets . . .. ... .. .. 886
Restructuring and excess
facilities charpes (recoveries) ............ {94)
Total operating eXpenses. . . . ............ 31,484
Income (loss) from operations. . .. ........ 319
Interest income and other, net .. ............. 969
Income before provision for income taxes. .. .. 1,288
Provision for income taxes . .. ............. 185
Net income (1oSS) .. ..., $ 1,103
Basic net tncome (loss} per common share. . . . .. $ 0.03
Shares used in computing basic net income (loss)
percommon share . . .......... ... .. ... .. 42,244
Diluted net income (loss) per common share . ... $ 003

Shares used in computing diluted net income
{loss) per common share .. ............... 43,085

As restated(1)

As restated(1)

As restated(1)

$17.417 $14,666 $16,417
26,522 26,368 26,068
43,939 41,034 42,485
3,951 3,342 3,488
10,740 10,222 10,000
14,691 13,564 13,488
29,248 27470 28,997
17,966 16,679 17,326
7,639 7,840 8,162
3,674 3,123 3,611
834 782 856
35 {303) (330)
30,148 28,121 29,625
(900) (651) (628)
984 908 713
84 257 85
278 325 300
$ (194) 3 (68) 5 (215
$ (00D $ (0.00) $ (001
41,988 41,635 41,137
$ (0.01 3 (0.00) $ (0.01)
41,988 41,635

41,137

(1) See the “Explanatory Note” immediately preceding Part I, em 1 and Note 3, “Restatement of Consolidated
Financial Statements,” in the Notes to Consolidated Financial Statements of this Annual Report on Form 10-K.
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The tables below present the effects of adjustments made to our previously reported quarterly financial
information for each of the four quarters in 2005 (in thousands, except per share amounts). We have not presented
tables for previously reported quarterly financial information for the statements of operations for the quarters in

2006 as no adjustments were made to those periods.

dth Quarter 3rd Quarter
As As As As
Reported Adjustments Restated Reported Adjustments Restated
Revenues:
License .........covieun.... $19,254 $— $19,254  $17.417 $— $17,417
Support.and service ...... e 28,325 — 28,325 26,522 — 26,522
Total revenues. . ............ 47,579 — 47.579 43,939 — 43,939
Cost of revenues:
License .................... 4,481 — 4,481 3,951 — 3,951
Support and service ........... 11,293 2 11,295 10,731 9 10,740
Total cost of revenues . .. ..... 15,774 2 15,776 14,682 14,691
Grossprofit. . ... ... ..... 31,805 (2) 31,803 29,257 (%) 29,248
Operating expenses:
Sales and marketing . .......... 18,753 7 18,760 17,966 —_ 17,966
Research and development . ... .. 7,840 2 7.842 7,639 — 7,639
General and administrative ... ... 4,088 2 4,090 3,673 1 3,674
Amortization of intangible assets. . 886 — 886 834 — 834
Restructuring and excess facilities
charges (recoveries). . . ....... (94) — (94) 35 _— 35
Total operating expenses .. .. .. 31,473 11 31,484 30,147 1 30,148
Income (loss) from operations . ", 332 (13) 319 (890) (10) {(900)
Interest income and other, net . . . . . . 969 — 969 984 — 934
Income before provision for income
TAXES & v 1,301 (13} 1,288 94 (10) 34
Provision for income taxes ...... 185 — 185 278 — 278
Net income (loss). . ............. $ 1,116 $13) $ 1,103 § (184) $(10) $ (194
Basic net income (loss) per common
share ............ ..., $ 0.03 $— $ 003 % (0.0 $— $ (0.00)
Shares used in computing basic net -
income (loss) per common share .. 42,244 — 42,244 41,988 — 41,988
Diluted net income (loss) per
common share .. ............. $ 0.03 $— 3§ 003 § (0.00) $ — $ (0.00)
Shares used in computing diluted net
income (loss) per common share . . 43,085 — 43 085 41,988 — 41,988
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Revenues:
License ............ . .0....
Support and service . ..........

Total revenues. . ............

Cost of revenues:
License ............c.couiue.n
Support and service ...........

Total cost of revenues . . ......

Gross profit. . ..............
Operating expenses:
Sales and marketing .. .........
Research and development ... ...
General and administrative . ... ..
Amortization of intangible assets. .
Restructuning and excess facilities
charges (recoveries). ... ......
Total operating expenses . .. ...

Loss from operations. .. ......
Interest income and other, net. . . ...
Income before provision for income

BAXES ...ttt
Provision for income taxes ......

Netloss......................

Basic and diluted net loss
per common share ............
Shares used in computing basic and

diluted net income (loss) per
common share ...............

2nd Quarter 1st Quarter
As As As As

Reported Adjustments Restated Reported Adjustments Restated
514,666 $— 514,666 $16,417 $— $i6,417
26,368 = 26,368 26,068 — 26,068
41,034 — 41,034 42,485 — 42,485
3,342 — 3,342 3,488 — 3,488
10,227 e 10222 10,029 (29) 10,000
13,569 (5 13,564 13,517 (29) 13,488
27,465 5 27,470 28,968 20 28,997
16,671 8 16,679 17,328 (2) 17,326
7,842 ) 7,840 8,168 (6) 8,162
3,122 | 3,123 3,608 3 3.611
782 — 782 856 — 856
(303) — {303) (330) — (330)
28,114 17 28,121 29,630 (5) 29,625
(649) 2) {651) (662) 34 (628)
908 = 908 713 — 713
259 (2) 257 51 34 85
325 = 325 300 — 300
$ (66) $__(3) $ (68) $ (249 $ 34 5 (215)
$ (0.00) §— $ (0.00) $ @O  $— $ (0.01)
41,635 41,635 41,137 — 41,137
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. The following table summarizes the impact of the restatement on each line item of our interim condensed
consolidated balance sheets for the quarters ended March 31, 2006, June 30, 2006 and September 30, 2006 (in

millions):

Assets
Current assets:
Cash and cash

equivalents . . ........
Short-term investments . . .
Accounts receivable, net . .

Prepaid expenses and

other current assets . . . .
Total current assets . . . .

Property and equipment,

net. ........oovvvnu...
Goodwill . ..............
Other intangible assets, net. .

Other assets . . ...........
Total assets. . ..........
Liabilities and

Stockholders’ Equity
Current liabilities:

Accounts payable . ... ...
Accrued liabilities. . . . ...

Restructuring and excess
facilities accrual

Deferred revenues. ... ...

Total current

liabilities. . ........

Accrued liabilities
Restructuring and excess
facilities accrual . . ... ...

Total liabilities

Stockholder’s equity:
Preferred stock . .. ... ...
Common stock . ........
Additional paid-in

capital
Cumulative translation

adjustment
Accumulated other

comprehensive loss . . . .
Accumulated deficit . . . ..

Total stockholders’
equity ............

Total liabilities and
stockholders’ equity. .

September 30, 2006

June 30, 2006

As As As As
Reported Adjustments Restated Reported Adjustments Restated
$ 79.019 $ — $ 79019 % 60312 $ — $ 60,312

81,349 — 81,349 86,231 — 86,231
29,851 — 29,851 33,466 — 33,466
5,564 — 5,564 5,254 — 5,254
195,783 — 195,783 185,263 — 185,263
4,873 — 4,873 5,163 — 5,163
191,620 — 191,620 191,595 —_ 191,595
13,904 — 13,904 18,474 — 18,474
2,997 — 2,997 3,284 — 3,284

$ 409,177 $ — $ 409,177  § 403,779 $ — $ 403,779
$ 2493 $ — $ 2493 % 2430 $ -— $ 2430
29,763 — 29,763 28,185 —_ 28,185
6,520 — 6,520 7,214 — 7,214
53,112 {501} 52,611 56,308 {501) 55,807
91,888 {501) 91,387 94,137 (501) 93,636
2,504 — 2,504 2,290 — 2,290
3,966 — 3,966 5,140 — 5,140
98,358 {501) 97,857 101,567 {501) 101,066

43 — 43 43 — 43
715,235 31,500 746,735 708,519 31,500 740,019
(64) — (64) 16 — 16
(112) — (112) (310) — (310)
(404,283) (30,999) {435,282) (406,056) {30,999) (437,055)
310,819 501 311,320 302,212 501 302,713

$ 409,177 $ — $ 409,177  $ 403,779 5 — $ 403,779
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March 31, 2006

As As
Reported Adjustments Restated
Assets
Current assets:
Cash and cash equivalents. . ... ... ... ... ... ............ $ 60,266 $ — $ 60,266
Short-term investments . . . . ... ..t v ittt e 82,814 —_ 82,814
Accounts receivable, met . . . ... ... . . . L. e 30,826 — 30,826
Prepaid expenses and other current assets .. ...............,.. 4,769 —_— 4,769
Total current assets . . .. .. ... .. 178,675 — 178,675
Property and equipment, net. .. ......... ... ... ... .. ... 5,001 — 5,001
Goodwill L .. e e e e 191,595 — 191,595
Other intangible assets, NEL. . . .. ...\t er et 22,924 —_ 22,924
Oher ASSeLS . . . . it e e e 2,891 — 2,891
Total assets .. ....... ... ... R RERETRY $ 401,086 $ — $ 401,086
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable . ... ... ... e $ 2740 § — $ 2740
Accrued liabilities .. ....... 25,881 — 25,881
Restructuring and excess facilities accrual . .. ................. 7,145 — 7,145
Deferred revenues. .. ... ... it 57,176 (501) 56,675
Total current liabilities . .......... ... ... ... oo, 92,942 (501) 92,441
Accrued labilities ... ... . ... ... .. e 2,499 — 2,499
Restructuring and excess facilities accrual . . ... ................. 7,645 — 7,645
Total liabilities . .. ... . o e 103,086 (501) 102,585
Stockholder’s equity:
Preferred stock . . ... ... .. .. e — — —
Commonstock....................... e 42 —_ 42
Additional paid-incapital . . ...... ... .. ... . o L 706,292 31,500 737,792
Accumulated other comprehensive loss . ... .................. (501) — (501)
Accumulated deficit ... ... ... ... (407,833) (30,999) (438,832)
Total stockholders™ equity . .......... ... .. ... 298,000 501 298,501
Total liabilities and stockholders’ equity‘ ................... $ 401,086 $ — $ 401,086

60




The following table summarizes the impact of the restatement on each line item of our interim condensed
consolidated balance sheets during the year ended December 31, 2005 (in thousands):

Assets
Current assets:
Cash and cash
equivalents . ... ......
Short-term investments . . .
Accounts receivable, net . .
Prepaid expenses and
other current assets . ...

Total current assets . . . .

Property and equipment,

net. ... L.
Goodwill .. .............
Other intangible assets, net . .
Otherassets ... ..........

Total assets. . ...........

Liabilities and
Stockholders’ Equity
Current liabilities:
Accounts payable . ... ...
Accrued liabilities. . . .. ..

Restructuring and excess
facilities accrual . .. ...

Deferred revenues. .. . ...

Total current
liabilities. . ... .....

Accrued liabilities .. ... ...

Restructuring and excess
facilities accrual .. ... ...

Total liabilives .. ... ..

Stockholder’s equity:
Preferred stock . .. ......
Common stock . ........
Additional paid-in

capital
Deferred stock-based

compensation . .......
Accumulated other

comprehensive loss . . ..
Accumulated deficit .. ...

Total stockholders’
equity .. ..........

Total liabilities and
stockholders’ equity. .

December 31, 2005

September 30, 2005,

As As As As

Reported Adjustments Restated Reported Adjustments Restated
$ 73618 3 — $ 73618 % 49480 $ — $ 49,480
63,581 — 63,581 77,236 — 77.236
31,542 — 31,542 29,001 — 29,001
4,732 — 4,732 6,242 — 6,242
173,473 — 173,473 161,959 — 161,959
5,044 — 5,044 5,528 — 5,528
191,595 — 191,595 191,480 — 191,480
25,527 — 25,527 30,134 — 30,134
2,967 — 2,967 1,907 — 1,907
$ 398,606 $ — $ 398,606 $ 391,008 $ — $ 391,008
$ 2318 3 — $§ 2318 $ 4,196 $ — $ 4,196
24,311 —_ 24,371 21,253 — 21,253
7,266 — 7,266 7,475 _ 7475
54,010 (501) 53,509 49,574 {(501) 49,073
87,965 {501 87,464 82,498 (501) 81,997
2,761 — 2,761 2,904 — 2,904
9,681 — 9,681 11,529 — 11,529
100,407 (501} 99,906 96,931 (501) 96,430
42 - 42 42 — 42
705,908 31,500 737,408 703,661 31,501 735,162
(1,002) — (1,002) {1,752) (14) (1,766)
(359) — (359) (368) — (368)
- (406,350) (30,999) (437,389)  (407,506) (30,986) (438,492)
298,199 501 298,700 294,077 501 294 578
$ 398,606 $ — $ 398,606 $ 391,008 $ — $ 391,008
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June 30, 2005 March 31, 2005

As As As . As
Reported Adjustments Restated Reported Adjustments Restated
Assets
Current assets:
Cash and cash
equivalents .. ........ $ 57,249 3 — $ 57,249 $ 58647 3 — $ 58,647

Short-term investments . . . 86,820 — 86,820 82,456 — 82,456

Accounts receivable, net . . 25,194 — 25,194 ~23,523 — 23,523

Prepaid expenses and

other current assets . . .. 6,480 — 6,480 8,480 — 8,480
Total current assets . . . . 175,743 — 175,743 173,106 — 173,106
Property and equipment, )

172 S 5,782 —_ 5,782 5,590 — 5,590
Goodwill . .............. 185,464 —_ 185,464 185,464 —_ 185,464
Other intangible assets, net . . 22,947 — 22,947 26,454 —_ 26,454
Other assets . ............ 1,947 — 1,947 1,947 —_— 1,947

Total assets. . .......... $ 391,883 S — $391,883 $392561 § — $ 392,561
Liabilities and

Stockholders’ Equity
Current liabilities:

Accounts payable . . .. . .. $ 4,536 $ — % 4536 §$ 5623 $ — $ 5623

Accrued liabilities. . ... .. 19,032 — 19,032 19,171 — 19,171

Restructuring and excess

facilities accrual ... ... 1,750 — 7,750 8,197 — 8,197

Deferred revenues. . . . . .. 50,831 (501) 50,330 51,633 (501) 51,132

Total current
liabilities. . ........ 82,149 (501) 81,648 84,624 (501) 84,123
Accrued liabilides . .. .. ... 3,078 — 3,078 3,194 — 3,194
Restructuring and excess
facilities accrual . ....... 13,214 — 13,214 14,935 — 14,935
Total liabilities . . ... .. 98.441 {501) 97,940 102,753 (501 102,252
Stockholder’s equity:

Preferred stock . . ....... — — — — — —

Common stock . ........ 42 —_ 42 41 — 41

Additional paid-in

capital ............. 702,045 31,503 733,548 698,791 31,522 730,313

Deferred stock-based

compensation . .. ... .. (1,074) (26) (1,100) (1,534) CY)) {1,581)
Accumulated other
comprehensive loss . . . . (249) — (249) (234) — (234)
Accumulated deficit . . . .. (407,322) (30,976) (438,298)  (407,256) (30,974) (438.,230)
Total stockholders’
equity . ........... 293,442 501 293,943 289,808 501 290,309
Total liabilities and
stockholders’ equity. . $ 391,883 $ — $ 391,883  $ 392,561 $ —  $ 392,561

We believe that period-to-period comparisons of our consolidated financial results should not be relied upon as an
indication of future performance. The operating results of many software companies refiect seasonal trends, and our
business, financial condition and results of operations may be affected by such trends in the future. These trends may
include higher revenues in the fourth quarter as many customers complete annual budgetary cycles and lower revenues in
the first quarter and summer months when many businesses experience lower sales, particularly in the European market.

The consolidated financial statements required by this item are submitted as a separate section of this Annual
Report on Form 10-K. See Item 15.
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.

ITEM 9A. CONTROLS AND PROCEDURES
Audit Committee Review

As discussed in the Explanatory Note preceding Part 1, in “Management’s Discussion and Analysis of
Financial Condition and Results of Operations™ in Item 7 and in Note 3 in Notes to Consolidated Financial
Statements of this Annual Report on Form 10-K, on January 30, 2007, we announced that the Audit Committee of
the Board of Directors, with the assistance of independent outside legal counsel and forensic accounting experts,
was conducting a voluntary review of our historical stock option granting practices and related accounting. As a
result of the Audit Committee review management concluded, and the Audit Committee agreed, that incorrect
measurement dates were used for financial accounting purposes for certain stock option grants made in prior
periods. Accordingly, we have recorded additional non-cash stock-based compensation expense and related tax
effects with regard 1o past stock option grants, and are restating previously filed consolidated financial statements in
this Annual Report on Form 10-K.

In connection with the review of our historical stock option practices, we determined that our historical grant
procedures were not adequately designed to ensure the proper accounting for option grants and the contempo-
raneous documentation of grants. The Audit Committee found these deficiencies occurred predominately during
the period from 1999 through 2001.

Beginning in 2001, we implemented improved procedures to provide additional safeguards and greater
internal control over stock option granting and administration, These improvements included issuing employee new
hire, promotion and merit grants on the last trading day of each month. Also, prior 1o 2006, we implemented
improvements to procedures, processes and systemns to provide additional safeguards and greater internal control
over the stock option granting and administration functions. These improvements included:

 Documenting and @ssessing the design and operation of internal controls;

» Segregating responsibilities, adding reviews and reconciliations;

= Upgrading systems that support the processes; ~
+ Providing training to the stock administration function; and

» Identifying key controls, developing test plans and testing controls in the stock option granting and
administration function. -

We believe these changes remediated the historical control deficiencies. There was no additional stock-based
compensation expense related to grants issued during the years 2004, 2005 and 2006 and we did not identify any
material weakness in our stock option grant processes or internal control over financial reporting as of December 31,
2006.

In 2007, the Audit Committee recommended enhancements to our stock option grant procedures to ensure that
future granting actions are documented and accounted for properly. In October 2007, we have adopted all of the
Audit Committee’s recommendations, including updating our equity compensation award policy that provides for
the methodology of determining the timing and exercise price of all awards and related procedures.

Restatement of Financial Statements

On November 9, 2007, we announced our conclusion, based on the Audit Committee review, that the
measurement dates for financial accounting purposes differed from the recorded grant dates for certain stock option
grants, with the result that we would be required to recognize additional non-cash charges for stock-based
compensation expense in amounts that would be material with respect to certain periods. We also advised that our
previously issued consolidated financial statements, related notes and selected financial data and all financial press
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releases and similar communications issued by us and the related reports of our independent registered public
accounting firm should no longer be relied upon.

Following the conclusion of the Audit Committee review, and with the ‘concurrence of management and the
Audit Committee, we determined that we should have recognized approximately $31.5 million of pre-tax stock-
based compensation expense during the Review Period that was not accounted for in the previously issued
consolidated financial statements. We also recorded previously unrecorded adjustments for the years ended
December 31, 2004, 2003, 2002 and 2001 for support and services revenues and allowance for doubtful accounts
expense not related to accounting for stock options that were previously deemed to be immaterial on an interim and
annual basis to our consolidated financial statements. Therefore, we are restating our consolidated balance sheet as
of December 31, 2003, and the related consolidated statements of operations, stockholders’ equity and compre-
hensive income (loss), cash flows for the years ended December 31, 2005 and 2004 as a result of a voluntary review
of our historical stock option granting practices and related accounting issues. We also have restated the pro forma
expense disclosed in accordance with SFAS No. 123 in the Notes to Consolidated Financial Statements for the years
ended December 31, 2005 and 2004,

Evaluation of Disclosure Controls and Procedures

We performed an evaluation of our disclosure controls and procedures (as defined in Rule 13a-15(e) and
15d-15(e) under the Exchange Act} required by Rule 13a-15 of the Exchange Act under the supervision and with the
. participation of our management, including the Chief Executive Officer and the Chief Financial Officer, of the
effectiveness of the design and operation of our disclosure controls and procedures (as defined in Rules 13a-15(e)
and 15d-15(e) under the Exchange Act) as of December 31, 2006.

The evaluation of our disclosure controls and procedures included a review of our processes and implemen-
tation and the effect on the information generated for use in this Annual Report on Form 10-K. In the course of this
evaluation, we sought to identify any significant deficiencies or material weaknesses in our disclosure controls and
procedures, to determine whether we had identified any acts of fraud involving personnel who have a significant
role in our disclosure controls and procedures, and to confirm that any necessary corrective action, including
process improvements, had been taken. This type of evaluation is done every quarter so that our conclusions
concerning the effectiveness of these controls can be reported in the reports we file or submit under the Exchange
Act. The overall goals of these evaluation activities are to monitor our disclosure controls and procedures and to
make modifications as necessary. We intend to maintain these disclosure controls and procedures, modifying them
as circumstances warrant.

Our management, with the participation of our Chief Executive Officer and our Chief Financial Officer,
evaluated the effectiveness of our disclosure controls and procedures as of the end of the period covered by this
Annual Report on Form 10-K. Based on this evaluation, our Chief Executive Officer and our Chief Financial Officer
have concluded that our disclosure controls and procedures are effective at the reasonable assurance level to ensure
that information we are required to disclose in reports that we file or submit under the Securities Exchange Act of
1934 (i) is recorded, processed, summarized and reported within the time periods specified in Securities and
Exchange Commission rules and forms, and (ii} is accumulated and communicated to our management, including
our Chief Executive Officer and our Chief Financial Officer, as appropriate to allow timely decisions regarding
required disclosure, Our disclosure controls and procedures are designed to provide reasonable assurance that such
information is accumulated and communicated to our management. Our disclosure controls and procedures include
components of our internal control over financial reporting. Management's assessment of the effectiveness of our
internal control over financial reporting is expressed at the level of reasonable assurance because a control system,
no matter how well designed and operated, can provide only reasonable assurance that the control system’s
objectives will be mei.

Management’s Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting (as defined in Rule 13a-15(f) under the Securities Exchange Act of 1934, as amended). Our management
assessed the effectiveness of our internal control over financial reporting as of December 31, 2006. In making this
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assessment, our management used the criteria set forth by the Committee of Sponsoring Organizations of the
Treadway Commission in Internal Control-Integrated Framework. Our management has concluded that, as of
December 31, 2006, our internal controls over financial reporting are effective to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of consolidated financial statements for external
purposes in accordance with generally accepted accounting principals. Our independent registered public account-
ing firm, Ernst & Young LLP, has audited the consolidated financial statements included in this Annual Report on
Form 10-K and has issued its report on the effectiveness of our internal control over financial reporting as of
December 31, 2006. '

Our management, including our Chief Executive Officer and Chief Financial Officer, does not expect that our
disclosure controls and procedures ot our internal control over financial reporting will necéssarily prevent all errors
and all fraud. A control system, no matter how well conceived and operated, can provide only reasonable, not
absolute, assurance that the objectives of the control system are met. Further, the design of a control system must
reflect the fact that there are resource constraints, and the benefits of controls must be considered relative to their
costs. Because of the inherent limitations in all control systems, no evaluation of controls can provide absolute
assurance that all control issues and instances of fraud, if any, within Interwoven have been detected.

Changes in Internal Control over Financial Reporting

There was no change in our internal control over financial reporting during the three months ended
December 31, 2006 that has materially affected, or is reasonably likely to materially affect, our internal control
over financial reporting.

Attached as exhibits to this Annual Report on Form 10-K are certifications of our Chief Executive Officer and
Chief Financial Officer, which are required in accordance with Rule 13a- 14 of the Securities Exchange Act of 1934,
as amended. This section includes information concerning our internal control over financial reporting and the
evaluations referred to'in those certifications. Item 15 of this Annual Report on Form 10-K sets forth the report of
Ernst & Young LLP, our independent registered public accounting firm, regarding its audit of our internal control
over financial reporting and of management's assessment of our internal control over financial reporting set forth
below in this section.

ITEM 9B. OTHER INFORMATION
2007 Annual Meeting of Stockholders

We hereby announce that the date of our 2007 Annual Meeting of Stockholders has been scheduled to be held
on February 21, 2008, and that Monday, January 14, 2008, at the close of business, has been set as the record date for
the determination of stockholders entitled to vote on the matters 1o be presented at that meeting. Our 2006 Annual
Meeting of Stockholders was held on July 12, 2006. Because the date of our 2007 Annual Meeting of Stockholders
varies by more than 30 calendar days from the anniversary of the 2006 Annual Meeting of Stockholders, pursuant 1o
Rule 14a-5(f) under the Exchange Act, stockholders are advised that the deadline for a stockholder proposal to be
considered for inclusion in our proxy statement for the 2007 Annual Meeting of Stockholders pursuant to Rule 14a-8
under the Exchange Act set forth under the caption “Stockholder Proposals to be Presented at the Next Annual
Meeting” in our proxy statement for our 2006 Annual Meeting of Stockholders, which was filed with the Securities
and Exchange Commission on June 19, 2006, continues to apply, and that stockholder proposals made outside of
Rule 14a-8 under the Exchange Act will be considered timely under our bylaws if notice thereof is delivered to, or
mailed and received at, our principal executive offices on or before the close of business on December 24, 2007,
Any such notice must set forth the information required by our bylaws with respect to each matter the stockholder
proposes to bring before the meeting. Stockholder proposals should be directed to the attention of the Secretary, at
160 East Tasman Drive, San Jose, California 95134,

2008 Annual Meeting of Stockholders

We hereby announce that the date of our 2008 Annual Meeting of Stockholders has been scheduled to be held
on June 5, 2008. Because the date of our 2008 Annual Meeting of Stockholders varies by more than 30 calendar
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days from the anniversary of the 2007 Annual Meeting of Stockholders, pursuant to Rule 14a-5(f) under the
Exchange Act, stockholders are advised that the following deadlines for stockholder proposals apply:

1. In order for a stockholder proposal to be considered for inclusion in our proxy statement for the 2008 Annual
Meeting of Stockholders pursuant to Rule 14a-8 under the Exchange Act, the proposal must be received by us
at our principal executive offices on or before February 1, 2008,

2. In addition, in order for a stockholder proposal made outside of Rule 14a-8 under the Exchange Act to be
considered timely under our bylaws, notice of such proposal must be delivered 1o, or mailed and received at,
our principal executive offices not less than 60 days (April 6, 2008) nor more than 90 days (March 7,
2008) prior to the meeting; the notice shall set forth the information required by our bylaws as to each matter
the stockholder proposes to bring before the meeting.

Stockholder proposals should be directed to the attention of the Secretary, at 160 East Tasman Drive, San Jose,
California 95134.

PART I11

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE
Board of Directors '

The names, ages and positions of our directors as of October 31, 2007 are as follows:

Name of Director Age Principal Occupation ’ Director Since
Charles M. Boesenberg(1)(3}(4) .. 59 Retired July 2006
Ronald E. F. Codd(1)(3) .. ...... 52 Independent Business Consuitant July 1999
Bob L. Corey *(1) ............ 56 Independent Business Consuitant November 2003
Joseph L.Cowan ............. 59 Chief Executive Officer, Interwoven,

Inc. ‘ ' April 2007
Frank J. Fanzilli, JLQ2)3)4) . .. .. 51 Independent Business Consultant July 2002
Roger I. Sippl(2)(4) ........... 52 Partner, Sippl MacDonald Ventures April 2007
Thomas L. Thomas{IX2) ....... 58 President and Chief Operating

Officer of GXS8 February 2004

* Chairman of the Board of Directors

(1) Member of the Audit Committee

{2) Member of the Compensation Committee

(3) Member of the Nominating and Governance Commitiee
(4) Member of the Strategy Committee

Charles M. Boesenberg was the Chief Executive Officer and Chairman of NetlQ Corporation from August
2002 until it was acquired by Attachmate Corporation in June 2006, and he retired. Mr. Boesenberg was President
and Chief Executive Officer of NetlQ Corporation from January 2002 to August 2002 when he was named
Chairman of the Board of Directors. Mr. Boesenberg serves on the board of directors of Callidus Software, Inc., a
provider of sales performance management solutions, Keynote Systems, Inc., a provider of on-demand test and
measurement products for mobile communications and internet performance, and Rackable Systems, Inc., a
provider of high-density computer and storage rack-mount servers. Mr, Boesenberg holds a Bachelor of Science in
mechanical engineering from the Rose Hulman Institute of Technology and a Master of Science in business
administration from Boston University.

Ronald E. F. Codd has been an independent business consultant since May 2002. From 1999 to April 2002, he
served as President, Chief Executive Officer and a director of Momentom Business Applications, Inc., a sofiware
company; and from 1991 to 1998 he served as Senior Vice President, Finance and Administration, Chief Financial
Officer and Secretary of PeopleSoft, Inc., an enterprise software developer that was acquired by Oracle Corporation
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in January 2005. Mr. Codd also serves on the board of directors of Data Domain, Inc., a provider of capacity-
optimized storage appliances, and DemandTec, Inc., a provider of Consumer Demand Management software.
Mr. Codd holds a Bachelor of Science in accounting from the University of California at Berkeley and a Master of
Management from the . L. Kellogg Graduate School of Management (Northwestern University).

Bob L. Corey has served as the Chairman of the Board of Directors since March 2007. Mr. Corey has been an
independent business consultant since March 2007, From May 2003 until his retirement in January 2006, he served
as Executive Vice President and Chief Financial Officer of Thor Technologies, Inc., a provider of enterprise
provisioning software that was acquired by Oracle Corporation in November 2005. Prior to joining Thor
Technologies, Inc., Mr. Corey served as Executive Vice President and Chief Financial Officer of Documentum,
Inc., a provider of enterprise content management software, from May 2000 to August 2002, Mr. Corey also serves
on the board of directors of Extreme Networks, Inc., a provider of network infrastructure solutions and services, and
Veraz Networks, Inc., a provider of packet 1elephony solutions. Mr. Corey holds a Bachelor of Administration with
a concentration in accounting from California State University at Fullerton.

Joseph L. Cowan has served as our Chief Executive Officer since April 2007, Prior to joining Interwoven,
Mr. Cowan was an independent business consultant from July 2006 to April 2007. Mr. Cowan served as Chief
Executive Officer of Manugistics Group, Inc., a provider of synchronized supply chain and revenue management
solutions, from July 2004 to July 2006, when it was acquired by JDA Software Group, Inc. He also served on the
board of directors of Manugistics Group, Inc. from August 2004 to July 2006. From December 2003 to July 2004,
Mr. Cowan was an independent business consultant. From November 2002 to December 2003, he served as
President and Chief Executive Officer of EXE Technologies, Inc., a provider of supply chain management and work
management software and services. From April 1998 to November 2002, he served in various capacities with
business units of Invensys plc, including most recently as President and Chief Executive Officer of Invensys
Automation & Information Systems, a provider of enterprise resource planning and supply chain management
software, from April 2001 to November 2002, and as President and Chief Executive Officer of Wonderware, a
provider of industrial automation software, from July 2000 to April 2001. Mr. Cowan serves on the board of
directors of Blackboard Inc., a provider of e-Education enterprise software applications and services. Mr. Cowan
holds a Bachelor of Science degree in electrical engineering from Auburn University and a Master of Science
degree in electrical engineering from Arizona State University.

Frank J. Fanzilli, Jr. served as our Lead Independent Director from January 2005 to January 2006 and as
Chairman of the Board of Directors from January 2006 to March 2007. He has been an independent business
consultant since July 2002. From 1985 to June 2002, Mr. Fanzilli served in various positions in Information
Technology at Credit Suisse First Boston, an investment bank, including most recently as Managing Director and
Global Chief Information Officer. Mr. Fanzilli currently serves on the board of directors of Comin Vault Systems,
Inc., a provider of data management solutions, Sona Mobile Holdings Corporation, a provider of wireless
technologies, and Avaya Inc., a provider of communications networks and services. Mr. Fanzilli holds a Bachelor
of Science in management from Fairfield University and a Master of Busiriess Administration in finance from New
York University.

Roger J. Sippl has been a managing member of Sippl Investments, LLC, a venture capital firm that he co-
founded, since 1995, In 2002, Mr. Sippl founded Above All Software, Inc., a business integration software
company, and served as its Chief Executive Officer until April 2005 and as its Chairman of the Board from April
2005 until March 2007. From March 1998 to July 1998, he served as Chief Technology Officer of Borland
International, Inc., a software development tools provider that acquired Visigenic Software, Inc. From 1993 until
February 1998, Mr. Sippl served as the Chief Executive Officer and Chairman of the Board of Visigenic Software,
Inc., a software development tools provider company that he founded. He founded The Vantive Corporation, a
global enterprise software company specializing in customer relationship management software that was acquired
by PeopleSoft, Inc. in 2000. From 1980 to 1989, Mr. Sippl served as Chief Executive Officer of Informix
Corporation, a database company that he founded, and from 1989 to 1993, as its Chairman of the Board of Directors.
Mr. Sippl holds a Bachelor of Science degree in computer science from the University of California at Berkeley.

Thomas L. Thomas has been President and Chief Operating Officer of GXS, Inc., a global provider of B2B
e-commerce solutions, since June 2006. From June 2004 to November 20035, he was President and General Manager
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of G-International, Inc., an electronic data interchange and information exchange company that was merged into
GXS in August 2003. Prior to that, Mr. Thomas was Chairman and Chief Executive Officer of HAHT Commerce,
Inc., a developer of business-to-business software applications, until it was acquired by GXS in February 2004,
Mr. Thomas also serves on the board of directors of Iteris, Inc., an infrastructure security and control company.
Mr. Thomas holds a Bachelor of Science in commerce from Bellarmine University.

Each director holds office until the next annual meeting of stockholders and until his successor has been
elected and qualified or until his earlier resignation or removal.

Executive Officers
The names, ages and positions of our executive officers as of October 31, 2007 are:

Joseph L. Cowan, age 59, has served as our Chief Executive Officer since April 2007. Additional background
information is included above under “Board of Directors.” '

Scipio M. Carnecchia, age 44, has served as President since September 2006. He served as our Senior Vice
President of Worldwide Sales since July 2003 and as our interim President from March 2006 to September 2006,
From July 2002 through June 2003, he served as our Vice President of Sales, and from March 2001 to June 2002, he
was our Vice President of Alliances. Mr. Carnecchia holds a Bachelor of Engineering in electrical engineering and
computer science from Stevens Institute of Technology.

John E. Calonico, Jr., age 51, has served as our Chief Financial Officer, Senior Vice President and Secretary
since March 2004. From November 2003 until March 2004, he served as our Senior Vice President, Finance. From
January 2002 until November 2003, he served as Chief Financial Officer and Secretary of iManage, Inc., a
collaborative document management software company acquired by Interwoven in November 2003. Mr. Calonico
holds a Bachelor of Science in accounting from Golden Gate University.

Benjamin E. Kiker, Jr., age 41, has served as our Senior Vice President and Chief Marketing Officer since
September 2006. From August 2005 to February 2006, Mr. Kiker served as Vice President of Americas Marketing
for Siebet Systems, Inc., a provider of customer relationship management software and services, and, from April
2005 to August 2005, Mr. Kiker served as Vice President and General Manager of Siebel Systems, Inc.’s Travel,
Hospitality and Transportation industry group. From 2002 to March 2005, Mr. Kiker served as Sentor Vice
President and Chief Marketing Officer of Onyx Software Corporation, a provider of customer relationship
management software and services.

Steven J. Martello, age 57, has served as our Senior Vice President of Client Services since joining Interwoven
in April 2002. Prior to joining Interwoven, from November 1999 to April 2002, Mr. Martello served as the Vice
President of Delivery Services of Scient Corporation, an e-business sotutions and services company. Mr. Martello
holds a Bachelor of Science from the State University of New York at Albany, a Master of Science in educational
psychology from the State University of New York at Albany and a Master of Science in computer science from
Union College.

Rafiq R. Mohammadi, age 47, has served as our Senior Vice President and Chief Strategy Officer since July
2007. From November 2003 to July 2007, he served as our Senior Vice President and Chief Technology Officer.
From October 1995 to November 2003, Mr. Mohammadi served as Chief Techneology Officer and Director of
iManage, Inc., a collaborative document management software company, where his responsibilities included
technology research and development. Mr. Mohammadi holds a Bachelor of Science and a Master of Science in
Computer Science from the University of lllinois in Chicago and an MBA from the Kellogg School of Management
at Northwestern University.

David A. Nelson-Gal, age 47, has served as our Senior Vice President of Engineering since joining Interwoven
in September 2004, Prior to joining Interwoven, from 1991 to September 2004, Mr. Nelson-Gal served in various
roles at Sun Microsystems, Inc., a provider of Internet-related hardware, software and services, most recently as a
Vice President of Engineering in its Software Division. Mr. Nelson-Gal holds a Bachelor of Science in computer
science ‘and a Master of Science in computer science from University of Michigan.

There are no family relationships among any of our directors or officers.
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Identification of Audit Committee and Financial Expert

Audit Committee. The Audit Committee of the Board of Directors oversees our financial reporting process
pursuant to a written charter, which is available on our website at http:/Awww.interwoven.com/company/investors/
corp_governance.himl. The Audit Committee oversees our financial reporting process and performs several
functions: it selects and engages our independent registered public accounting firm; reviews the scope and results
of the examination of our consolidated financial statements by our independent registered public accounting firm;
reviews with the independent registered public accounting firm and management our quarterly and annual
consolidated financial statements and independent registered public accountants’ opinion; approves all professional
services and related fees performed by the independent registered public accounting firm; and reviews our key
accounting policies and internal accounting and financial controls. The Audit Committee meets regularly with
management and our independent registered public accounting firm together and in private sessions. The current
members of the Audit Committee are Messrs. Boesenberg, Codd, Corey and Thomas. Mr. Corey serves as Chairman
of the Audit Committee.

Each member of the Audit Committee qualifies as an “independent director” under NASDAQ Marketplace
Rule 4200(a)(15) and meets the other general audit committee composition requirements of NASDAQ Marketplace
Rule 4350(d)(2)(A). In addition, the Board of Directors has determined that Mr. Codd and Mr. Corey are “audit
committee financial experts” within the meaning of the rules of the Securities and Exchange Commission and meet
the financial sophistication requirement of The NASDAQ Stock Market.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934 requires our executive officers and directors and persons
who beneficially own more than 10% of our common stock to file initial reports of beneficial ownership and reports
of changes in beneficial ownership with the Securities and Exchange Commission. Such persons are required by
Securities and Exchange Commission regulations to furnish us with copies of all Section 16(a) forms filed by such
person. .

Based solely on our review of such forms furnished to us and written representations from certain reporting
persons, we believe that all filing requirements applicable to our executive officers, directors and greater-than-10%
stockholders were complied with, except that David A. Nelson-Gal, Steven J. Martello, Scipio M. Carnecchia and
John E. Calonico, Ir. each failed to timely file a Form 4 reporting an award of restricted stock units on June 19, 2006.

Code of Conduct and Business Ethics

We have established and review annually a Code of Conduct and Business Ethics applicable to our executive
officers (including our principal executive officer and senior financial and accounting officers), directors and
employees, in discharging their work-related responsibilities. The Code of Conduct and Business Ethics is available
on our website at hrtp:www.interwoven.com/companylinvestors/corp_governance. html,

ITEM 11. EXECUTIVE COMPENSATION
Compensation Discussion and Analysis
Introduction

This compensation discussion and analysis describes the material elements of compensation awarded to each
of seven current or former executive officers who are identified in the Summary Compensation Table (the “named
executive officers™). This discussion and analysis serves as an introduction to the 2006 executive compensation
information provided in narratives, tables and footnotes that follow. We also describe compensation actions taken in
prior years or in 2007 to the extent it enhances the understanding of our executive compensation disclosure for 2006.
This discussion and analysis contains statements about individual and company performance targets and goals, and
the likelihood of achieving these targets and goals, in the limited context of our compensation programs. Those
statements should not be understood to be statements of our expectations or estimates of future performance or other
guidance, and should not be applied to other contexts. These statements are subject to many risks and uncertainties,
including those identified in this report under “Item 1A. Risk Factors”.
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Our Compensation Committee determines the compensation of our executive officers, including the named
executive officers, and it administers our equily incentive plans. During 2006 our Board of Directors also
participated in decisions about our equity compensation programs and other executive compensation matiers,
including the separation agreement with our former Chief Executive Officer. The Board of Directors determined
director compensation for 2006. Our principal executive officer makes recommendations to the Compensation
Committee about the compensation of named executive officers other than himself. In setting the compensation for
named executive officers other than our principal executive officer, the Compensation Committee gives weight to
the recommendations of our Chief Executive Officer, but final decisions about the compensation of our named
executive officers are made by the Compensation Committee.

General Compensation Policy and Objectives

In order to attract, motivate and retain executives responsible for our success, the Compensation Committee
designed our compensation programs with a framework of rewards, in the short term and the long term, for meeting
and exceeding measurable company-wide goals and individual goals., We also seek to reward executives for
qualitative contributions to our objectives and success generally, Within this overall philosophy, the objectives of
our executive compensation program are to:

* Provide competitive total compensation compared to similar positions at comparable companies, assuming
that our performance and that the executive’s performance meet specified goals;

* Link compensation to company performance and individual achievement;
* Link specific cash-based elements of compensation to our near-term financial performance; and

= Align the interests of our executives and our stockholders to provide long-term incentives to build
stockholder value.

The elements of compensation for our named executive officers include base salaries, cash incentive bonuses,
stock options and restricted stock units. In order to recruit and retain our named executive officers, we seek to offer
total compensation that is competitive with the compensation offered by companies with which we compete for
executive talent. We target total compensation for named executive officers at approximately the 50th percentile of
total compensation paid to comparable executives at comparable companies. However, the Compensation Com-
mittee has not always selected, and in 2006 it did not use, a formal peer group for purposes of benchmarking
competitive compensation, Cash compensation is designed to vary with our results in achieving financial and
non-financial objectives selected or confirmed by the Compensation Committee. This incentive cash compensation,
tied to the achievement of company-wide goals or individual goals, generally targeted at 40% to 60% of total cash
compensation for our Chief Executive Officer and executives primarily responsibie for sales and service functions,
and from 30% to 40% of total cash compensation for our other executive officers. The Compensation Commitiee
believes that this allocation between salary and incentive cash compensation strikes a balance of its goal of retaining
named executive officers and its goal of creating proper incentives for their achievement of company-wide and
individual goals, with the principal focus of incentive cash compensation being the achievement of company-wide
goals. In 2006 executive officer retention was a special focus of the Compensation Committee’s decisions about
executive compensation, given the January 2006 retirement of our former Chief Executive Officer and the level of
competition for qualified executives in our industry and in our region.

From time to time, special business conditions may warrant additional compensation to attract, retain or
motivate executives. Examples of such conditions include acquisitions, recruiting or retaining specific or unique
talent, and recognition for exceptional contributions. In these situations, the Compensation Committee considers
the business needs and the potential costs and benefits of special rewards. For example, the Committee approved
sign-on bonuses to Joseph L. Cowan in 2007 and to Benjamin E. Kiker, Ir. in 2006, in each case pursuant to the
executive’s offer letter with us.

Compensation Surveys and Consultants

In 2005 the Compensation Committee sought strategic advice about our equity compensation programs, and
obtained retated survey data, from Compensia, Inc. (“Compensia™). Compensia was retained to assist the Board of
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Directors in updating our long-term equity compensation strategy in light of mandated expensing of stock opiions.
In 2006, the Compensation Committee and the Board of Directors considered this survey data and trend information
in formulating our overall equity compensation strategy.

For 2006, our Human Resources staff compiled competitive compensation data from a “peer group” consisting
of all the software companies that participate in the surveys described below that had 2005 revenues of between
$50 million and $200 million. On average, these companies had’ average 2005 revenue of $113 million. The
compensation data was derived from the results of surveys by Radford Surveys + Consulting, a San-Jose based
business unit of Aon Consulting (“Radford”). The Radford database includes compensation data from a large
number of companies across a number of industries, includirg software, that participate in the Radford surveys. In
2006 the Compensation Committee determined levels of named executive compensation after referring to the
competitive compensation data, but did not base its compensation decisions on any formal benchmarks.

For 2007, the Compensation Committee retained Radford to help it establish industry compensation bench-
marks and to determine compensation for the Named Executive Officers. In particular, the Compensation
Committee engaged Radford to assist in the selection of the appropriate peer group for executive compensation
benchmarking purposes. For 2007, Radford compiled the following “peer group” of companies under the direction
of our Compensation Committee:

Ariba OpenText Corporation Salesforce.com

Borland Software Openwave Systems TIBCO Software

Digital Insight QAD Vignette

Epicor Software Quest Software WebEx Communications
Informatica Radiant Systems Wind River Systems

Macrovision

Radford selected these companies based on a number of factors that it believed were appropriate, including
industry, size and revenue. The 2007 peer group generally includes similarly-sized software companies with 2006
revenues of between $200 million and $500 million, although larger companies were included to the extent they
were direct competitors for executive talent. Our 2006 revenues were at the low end of the range of revenues of
companies in the 2007 peer group, aligning roughly with the 25" percentile. The Compensation Committee used
this peer group to benchmark named executive officer compensation for 2007 because the Compensation
Committee believes that these companies more closely resemble our profile with respect to the above factors
than the peer group used in 2006. Since first engaging Radford as its consultant for 2007, the Compensation
Committee determines the scope of Radford’s assignments and Radford reports exclusively to the Compensation
Committee. While under this assignment, Radford has provided the Compensation Committee with reports and
analysis regarding 2007 peer group compensation data and has provided recommendations regarding our equity and
non-equity compensation program and compensation level changes.

For 2006, the Compensation Committee determined compensation of named executive officers with reference
to the market data compiled by our Human Resources staff, and based upon the recommendations of our former
Chief Executive Officer, but without the active involvement of a compensation consultant and with no particular
benchmarking targets with reference to a peer group. The Committee examined data available to it and made
subjective judgments about appropriate compensation structures and the contributions of various executives that
should be rewarded.

In determining the 2007 compensation for our named executive officers, the Compensation Commitiee
retained Radford to provide its recommendations on competitive 2007 peer group pay practices. Radford conducted
a study to develop its recommendations, concluding that base salaries and on-target cash incentive bonuses for our
named executive officers were below the 50 percentile of the 2007 peer group, in all cases either at the low end of
or below the competitive range — which Radford determined was 10% above or below the 50" percentile of base
salary and 15% above or below the 5(_)‘“ percentile of base salary plus on-target cash incentive bonus. Radford also
determined that 2007 long-term equity award values for our named executive officers on average were below the
50™ percentile of the 2007 peer group and in all but one case either at the low end of or below the competitive
range — which Radford determined was 30% above or below the 50™ percentile.
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For 2007, the Compensation Committee decided to target each element of named executive officer
compensation — base salaries, target incentive cash compensation and equity awards (and hence total compensa-
tion) — at the 50" percentile of the peer group for each of the executives’ positions. The Compensation Committee
believed that this would appropriately balance its objectives of promoting retention, provide performance incentives

and aligning executives’ interests with interests of shareholders. The Committee also believes that this arrangement -

substantially achieves internal equity among named executive officers.

Elements of Compensation

The three material elements of our named executive officer compensation program are base salary, cash
incentive awards and equity incentive awards.

Base Salary

We seek to provide our senior management with a base salary that is appropriate for their roles and
responsibilities, and that provides them with a level of income stability. The Compensation Committee reviews
base salaries annually, and adjusts them from time to time in light of market conditions and individual factors,
including responsibilities, qualitative performance, experience and salary history. For 2006, the base salaries of our
named executive officers were determined for each individual by evaluating his scope of responsibility, qualitative
performance and other contributions, prior experience and salary history, and salaries for similar positions at
comparably sized companies. During 2006, the Compensation Committee made its compensation decisions based
on its subjective judgment taking into account the available information. In setting salaries for 2006, the
Compensation Committee considered base salary increases for our named execusive officers other than our former
Chief Executive Officer. After careful consideration, the Compensation Committee approved no increases for any
of these individuals other than Mr. Calonico, whose base salary was increased by $35,000, or 16%. The
Compensation Committee believed salary levels were competitive and would serve as an effective means of
retaining these individuals.

During 2006, in connection with the retirement of our former Chief Executive Officer and Mr. Carnecchia’s
appointment as Interim President, the Compensation Committee approved an increase to Mr. Carnecchia’s base
salary in the amount of $30,000 per quarter for each quarter in which Mr. Carnecchia served as our principal
executive officer following the first quarter of 2006. This additional pay, on top of Mr. Carnecchia’s annual base
salary of $200,000, reflected the fact that Mr. Carnecchia’s responsibilities as Senior Vice President of Worldwide
Sales would continve while he served as our principal executive officer. The Compensation Committee did not
benchmark other companies’ pay practices in similar situations, but did determine that this arrangement and the
additional salary was fair and reasonable in view of the Compensation Committee’s qualitative assessment of
Mz, Carnecchia’s expected contributions in his expanded role, our business needs and the potential costs and
benefits, including the retention and incentive benefits. In reaching this determination, the Compensation Com-
mittee concluded that annual base salary of our former Chief Executive Officer — $400,000 prior to his
retirement — was competitive with then-current market practice. The Compensation Committee also believed
that this additional pay would serve the purpose of retaining Mr. Carnecchia as our principal executive officer until a
permanent decision was made regarding our Chief Executive Officer succession.

Our former Chief Executive Officer announced his retirement in January 2006 and his 2006 base salary was
unchanged from 2005. During 2005, the Compensation Committee had increased our former Chief Executive
Officer’s base annual salary by $50,000 to $400,000, primarily for retention purposes, targeting a total compen-
sation package for our former Chief Executive Officer at roughly the 75" percentile for the software companies that
it considered comparable and recognizing that his previous salary had been established in 2003.

For 2007, the Compensation Committee reviewed the base salaries for each of our named executive officers.
Based on its conclusion that these base salaries were below the 50™ percentile of the 2007 peer group on average and
in all but one case either at the low end of or below the competitive range, the Compensation Committee adjusted
the 2007 base salaries of the named executive officers other than our Chief Executive Officer to align them more
closely with the competitive practices of our 2007 peer group and promote internal pay equity.
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In connection with the hiring of our Chief Executive Officer in April 2007, we negotiated an employment
arrangement with him that provides for an annual base salary of $450,000. This amount was below the 50™ per-
centile of base salaries among, the 2007 peer group. In negotiating and setting his annual base salary, the
Compensation Committee targeted roughly the 50™ percentile of the 2007 peer group, but within the competitive
range, which the Compensation Committee believed was the level of compensation necessary to attract qualified
candidates. The Compensation Committee also awarded our Chief Executive Officer a $50,000 signing bonus as an
inducement to accept our offer of employment.

Cash Incentive Awards

Our named executive officers are eligible to receive incentive cash compensation based on his individual
performance and our corporate performance in each quarter and for the entire year. These bonuses are payable
quarterly and after the end of the year. The Compensation Committee adopted incentive bonus plans for 2006 and
2007 (each, a “Bonus Plan™) as the primary method of compensating these individuals for achieving our corporate
performance goals and the officer’s individual performance goals. These corporate and individual goals are
established by our principal executive officer and approved by the Compensation Committee. The Compensation
Committee also adopted commission-based compensation plans in each of 2006 and 2007 (each, a “Commission
Plan™) for two of its named executive officers, Mr. Carnecchia and Mr. Martello. Mr, Camecchia’s plans called for
commissions for software license bookings and revenues from consulting and education services. Mr. Martello’s
plans called for commissions for revenues from maintenance, consulting and education services. The terms of the
Bonus Plans and Commission Plans are described below following the table captioned “Grants of Plan-Based
Awards”. Although the Bonus Plan provides that the Compensation Committee has the discretion to adjust quarterly
or annual bonus amounts under the Bonus Plan based on a recommendation by our Chief Executive Officer after
review of a participant’s performance, there were no such adjustments in 2006 and 2007.

In general, the Compensation Committee designed its named executive officer incentive bonus plans to ensure
that each of the named executive officer had interests that were aligned with those of our stockholders and that the
named executive officers are provided incentives to maximize their efforts throughout the year. Each year, the
Bonus Plan is intended to compensate participating executive officers for their contribution to achieving annual and
quarterly financial goals contained in our company financial plan and, in the case of our named executive officers
other than our principal executive officer, for success in meeting individual performance goals. Each year, the
Commission Plans are intended to compensate participating executives for the performance of sales or service
functions for which he is responsible, measured with reference to that function’s contribution to achieving annual
and quarterly financial goals contained in our company financial plan. :

For 2006, the individual on-target bonuses for the named executive officers ranged from 41% to 138% of base
salary. For 2007, the individual on-target bonuses for the named executive officers range from 40% to 98% of base
salary. Our named executive officers who are responsible for sales and service functions were gathered toward the
high end of this range and the others were gathered at the bottom of this range, reflecting our compensation
philosophy to link specific cash based elements of compensation to our near term financial performance, and to
increase the percentage of total cash compensation represented by cash incentive awards where doing so would have

73




the greatest impact on revenue generation. The on-target bonus amounts for each of the named executive officers for
2006 were and 2007 are as follows:

2006 2007
Bonus Plan Bonus Plan
Company Commission Company Commission
Name Performance MBO Plan Total Performance MBO Plan Total
Martin W. Brauns(1) ... .. * * * * * * * *
John E. Calonico, Ir, .. ... $100,000  $25,000 * $125000 $100,000 $38,000 *  $138,000
Scipio M. Carnecchia . . .. * * §275,000  $275,000 * * $275,000 $275,000
Joseph L. Cowan(2). .. ... * * * * $400,000 # * $400,000
Benjamin E. Kiker, In(3).. § 16,000 $ 7,500 * §23500 $ 80,000 330,000 ¥ $110,000
Steven J. Martello . . ... .. $ 25,000  $25,000 $150,000 $200,000 * $40,000 $160,000 $200,000
David A. Nelson-Gal. . . .. $ 73,000 $30,000 * $103,000 $ 76,000 $32,000 * $108,000
William Seawick........ $ 80,000 $30,000 ¥ $110,000 * * * %

*  Not applicable.

(1) Mr. Brauns announced his retirement prior to the Compensation Committee’s determination of bonus targets.
(2) Mr. Cowan’s employment commenced in April 2007.

(3) Mr. Kiker’s annual target goal was $110,000, prorated based on his date of hire of September 12, 2006.

In connection with the hiring of our Chief Executive Officer in April 2007, we negotiated an employment
arrangement with him that provides for an on-target bonus amount of $400,000. This amount was below the
50th percentile of the 2007 peer group, but within the competitive range. In negotiating and setting the amount of his
on-farget cash incentive award, the Compensation Committee targeted roughly the 50th percentile of the 2007 peer
group, which it believed was the level of compensation required to attract gualified candidates and provide him with
appropriate incentives during his first year of service.

Bonus Plans.  Actual bonus payments equal the target bonus amount multiplied by a percentage that varies
depending upon achievement of the following three separate goals for the year and for each quarter of the year:

* non-GAAP operating income goals, which, in 2006 and 2007, were the same as the quarterly and annual
non-GAAP operating income targets contained in our financial plan, as approved by the Board of Directors
(“Non-GAAP Operating Income Goals™ ),

» revenue targets, which, in 2006 and 2007, were the same as the quarterly and annual revenue targeis
contained in our financial plan, as approved by the Board of Directors ( “Revenue Goals”); and

+ Individual geals and objectives established for each of those persons by our principal executive officer
{“MBO Goals”),

For each of our named executive officers, half of the portion of his bonus under the Bonus Plans that is
contingent upon the achievement of company performance goals depends on achievement of Non-GAAP Operating
Income Goals and the other half depends on achievement of Revenue Goals. The portion of the named executive
officers” bonus under the Bonus Plans that is contingent upon the achievement of MBO Goals depends on a2 number
of individualized goals that vary from named executive officer to named executive officer. Named executive officers
who are responsible for functions other than sales and service have a higher percentage of their target bonuses that
could be earned by achievement of MBO Goals. For additional information regarding this plan, see the narrative
accompanying the table captioned “Grants of Plan-Based Awards” below.

The Compensation Committee selected Non-GAAP Operating Income Goals and Revenue Goals because it
believes that these two measures are correlated with stockholder value creation, improvement in these measures
aligns with our overall growth strategy, we and our investors see these measures as among the most critical of our
financial information, and these measures balance growth and profitability. The Non-GAAP Operating Income
Goals and the Revenue Goals are set at levels that are intended to reward the named executive officers for achieving
results that meet our expectations. The Compensation Committec betieves that to provide for an appropriate
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incentive effect, the goals should be such that to achieve 100% of the goal the performance for the applicable period
must be aligned with our financial plan, and that named executive officers should not be rewarded for performance
that does not approximate our quarterly and annual financial plan. Accordingly, the named executive officer will
receive no payment for the portion of the target bonus that is based on a company performance goal if the minimum
achievement threshold level of a particular goal is not met — not more than $1 million below our Non-
GAAP Operating Income Goal and not less than 90% of the Revenue Goal. Conversely, if the achievement
threshold of a particular goal is exceeded, the Named Executive Officer may receive a payment amount that exceeds
his target bonus associated with that goal, with a maximum cap of 300%.

For 2006, Messrs. Calonico, Kiker, Martello, Nelson-Gal and Seawick earned cash payments of $113,900,
$19,600, $253,394, $83,147 and $33,600, respectively, under the Bonus Plan as a result of achievement of goals
related 1o company performance. For the named executive officers who participated in the Bonus Plan, these
payments represent 113.9% of the target bonus amount that is based on company performance goals for each named
executive officer who was employed by us for the entire year and 123.0% and 105.0% for Mr. Kiker and
Mr. Seawick, each of whom was employed for a shorter period. For the full year 2006, our Non-GAAP Operating
Income Goals were $18.7 million and our Revenue Goals were $193.5 million. We exceeded the minimum
achievement threshold of the Non-GAAP Operating Income Goals and Revenue Goals in every quarter and for the
full year, and met or exceeded these goals in every quarter and for the full year, except with respect to the first
quarter Non-GAAP Operating Income Goal. Overall, our 2006 non-GAAP income exceeded the related goal by
23.0% and our 2006 revenue exceeded the related goal by 3.5%.

For 2007, our company performance goals were also obtained directly from our annual plan, as approved by
the Board of Directors. Following a year in which our revenue and non-GAAP Operating Income growth rates
exceeded the average tates of other companies in the Content Management software industry, particularly with
respect to license revenues, our Board of Directors established goals for our company that, in view of market factors,
our scale and the transition in our principal executive officer, were challenging but relatively consistent with our
2006 growth rates. To achieve these goals, we would have to outperform average industry growth rates in 2006 and
expected growth rates for 2007, in some cases significantly. Accordingly, the Compensation Committee believed
that achieving these goals would be a challenge for our company. The Compensation Committee also modified the
Bonus Plan to require achievement above 102% of the Revenue Goal before rewarding compensation in excess of
the bonus target, as compared to 100% of the Revenue Goal in 2006, increasing the difficulty of achieving
additional bonus compensation should the targets have been set too low and providing added incentives to
outperform our financial plan.

The portion of the bonus that is linked to achievement of MBO Goals depends on individualized quarterly
objectives designed to promote achievement of non-financial operational goals. Named executive officers respon-
sible for functions other than sales and service had a higher percentage of their target bonuses that could be earned
by achievement of MBO Goals, because the Compensation Committee expected those officers to influence
primarily our achievement of operational and other non-financial goals. Accordingly, this component of com-
pensation serves retention purposes, because it allows individuals greater influence over the achievement of their
bonus goals and enhances internal equity.

Each named executive officer typically has three to five MBO Goals in any quarterly period. The specific MBO
Goals, and the refative weighting of each, is determined by the principal executive officer and confirmed by the
Compensation Committee. Bonus payments associated with MBO Goal achievement are based on the degree 1o
which each of the objectives is achieved. as determined by the Compensation Committee, based on the assessments
and recommendations of the principal executive officer, but in no event can the amount of the bonus payment
exceed the target for the bonus that is linked to achievement of MBO Goals.

The 2006 MBO Goals for our Chief Financial Officer, Mr, Calonico, were focused on the management of his
area of responsibility, enhancements to our financial systems and other operational goals, such as securing a new
headquarters facility. The objectives of our Senior Vice President of Consulting Services, Mr. Martello, focused on
enhancing customer satisfaction and experience and management of his area of responsibility, and included
strategic integration and development goals. The 2006 MBO Goals for our Chief Marketing Officers, Mr. Kiker and
M. Seawick, consisted of operational objectives within their area of responsibility, including strategic development

75




of our marketing plan and staffing and exceeding customer satisfaction metrics. For our Senior Vice President of
Engineering, Mr. Nelson-Gal, MBO Goals consisted primarily of operational objectives wnthm his business area,
including strategic directives related to our products and development.

pl

. The 2007 MBQ Goals for our named executive officers consisted of similar strategic and operational
Ob_]CC[lVCS, related to each-named executlve officer’ s busmess area of responsibility.

In 2007 the Compensanon Commntee miroduccd a minimum achievemens threshold requirement to the MBO
Goals component of the Bonus Plan, requiring: the named executive officer to achieve 60% of his MBO Goals before
any related payments are earned. Based partly on this threshold, the Compensation Commlttee believed that the
2007 MBO Goals are moderately difficult to achieve.

The Compensation Committee believes that our overall financial performance is the best measurement to use
in establishing the cash incentive compensation of our principal executive officer, and, therefore, the cash incentive
portion of Mr. Cowan’s total compensation is based upon the degree to which company performance goals are
achieved, and since his first quarter of employment does not include MBO Goals. Similarly, the cash incentive
compensation for our most senior sales executive (currently our President) does not include MBO Goals because the
Compensation Committee believes that his cash incentive compensation should be based solely on our financial
performance related to his area of responsibility.

Commission Plans. As further described above and under the table captioned “Grants of Plan-Based
Awards” below, the Compensation Committee established Commission Plans for Mr. Carnecchia and Mr. Martello
in each of 2006 and 2007.

Mr. Carnecchia’s 2006 and 2007 Compensation Plans provides for commissions on software license bookings

and revenues from consulting and education services. Under each plan, the commissions are earned and paid
quarterly based upon attainment of the quarterly goals contained in our company financial plan for software license
bookings and revenues from consulting and education services, and quarterly goals for such bookings and revenue
less the cost of license revenues and sales expenses to attain such bookings and revenue (“Direct Margin”), with no
maximum cap on the amount of bonus that could be eamed. The Compensation Committee selected these three
measures because they directly relate to increases in our revenues and margins and, therefore, are strongly
-correlated with the creation of stockholder value, improvement in these measures aligns with our overall growth
strategy, and we and our investors see these measures as among the most critical of our financial information. In
addition, these measures were selected because Mr. Carnecchia could directly influence achievement of them, as the
executive officer with primary responsibility for the sales organization. All three goals are set at levels that are
intended to incentivize Mr. Carnecchia for achieving results that meet our expectations, and reward him for doing
so. His ability to directly influence the achievement of these measures also reflects the fact that his base annual
salary is significantly less than the amount of his on-target bonus and typically has been substantialty less than his
actual bonus payment. The Compensation Committee believes that in order to provide for an appropriate incentive
effect, the goals should be such that to achieve 100% of the target bonus amount the performance for that year must
be aligned with our company financial plan, but for retention purposes Mr. Carnecchia should earn commissions at a
lower rate on performance that does not meet or exceed our quarterly financial plan, The Compensation Committee
did not establish a minimum achievement threshold requirement under Mr. Carnecchia’s compensation plans,
reflecting the fact that Mr. Carnecchia has a greater percentage of his total compensation at risk than all other
Named Executive Officers. For 2006, Mr. Carnecchia earned cash payments totaling $533,520 under his Com-
mission Plan as a result of achievement of the software license bookings goals and goals for revenue from
consulting and education services, after factoring in the Direct Margin, representing 194% of his on-target bonus. In
2006, the full-year goals for software license bookings and revenues from consulting and education services were
$74.76 million and $35.3 million, respectively, and our Direct Margin goals averaged 49%. Overall, in 2006, our
full-year software license bookings exceeded the related goal by $5.9 million, our full-year revenue from consulting

and education services exceeded the related goal by $2.8 million, and Direct Margin averaged 52%.

As was the case in 2006, the software license bookings goals, goals for revenues from consulting and education
services and Direct Margin goals for 2007 are obtained directly from our financial plan, as approved by the Board of
Directors. Following a year in which our revenue growth rates exceeded the average rates of other companies in the
Content Management software industry, particularly with respect to license revenues, our Board of Directors
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established goals for our company that, in view of market factors, our scale and the transition in our principal
executive officer, were challenging, although relatively consistent with our 2006 growth rates. To achieve our
revenue goals, particularly license revenue goals, our company would have to significantly outperform average
industry growth rates in 2006 and expected growth rates for 2007. Accordingly, the Compensation Committee
believed that achieving these bookings, revenue and Direct Margin goals would be a challenge for our Cempany.

Mt Martello’s 2006 and 2007 Compensation Plans provide for commissions on revenue from revenues from
maintenance, consulting and education services. Under each plan, the commissions are earned and paid quarterly
based upon attainment of quarterly goals contained in our company financial plan for revenues from maintenance,
consulting and education services and quarterly goals for that revenue, less the cost of the customer support and
professional services organization to attain such revenues (“Services Direct Contribution”), with no maximum cap
on the amount of bonus that could be earned. The Compensation Committee selected these two measures for
reasons similar to the reasons they selected the goals under Mr. Carnecchia’s compensation plan, and since
Mr. Martello is directly responsible for the services organization, he could influence the achievement of these
critical measures. These goals are set at levels that are intended to incentivize Mr. Martello for achieving results that
meet our expectations, and reward him for doing so. His ability to directly influence the achievement of these
measures also reflects the fact that his base annual salary is significantly less than the amount of his on-target bonus.
The Compensation Committee believes that in order to provide for an appropriate incentive effect, the goals should
be such that to achieve 100% of the target bonus amount, the performance for that year must be aligned with our
company financial plan, and that Mr. Martello should not receive payment of bonus for achievement of less that
96% of goal for revenues from maintenance, consulting and education services. The Compensation Committee
established a minimum achievement threshold requirement under Mr. Martello’s compensation plahs, reflecting the
fact that maintenance, consulting and education services has less variability as compared to license revenues and
bookings. For 2006, Mr. Martello earned cash payment totaling $224,919 under his Commission Plan as a result of
achievement of the professional services revenue goals, after factoring in the Services Direct Contribution,
representing 150% of his on-target bonus related to his Commission Plan. In 2006, the full-year goal for revenues
from maintenance, consulting and education services was $118.1 million, and our Services Direct Contribution
goals averaged 65%. Overall, in 2006, our full-year revenues from maintenance, consulting and education services
exceeded the related goul by $6.6 million, and Services Direct Margin averaged 65%.

As was the case in 2006, goals for revenues from maintenance, consulting and education services and Services
Direct Contribution goals for 2007 are obtained directly from our financial plan, as approved by the Board of
Directors. Following a year in which our revenue growth rates exceeded the average rates of other companies in the
Content Management software industry, our Board of Directors established goals for our company that, in view of
market factors, our scale and the transition in our principal executive officer, were challenging, although relatively
consistent with our 2006 growth rates. To achieve our revenue goals, our company would have to significantly
outperform average industry growth rates in 2006 and expected growth rates for 2007, Accordingly, although our
revenues from maintenance, consulting and education services are less variable than our license revenues, the
Compensation Committee believed that achieving goals for these revenues and Services Direct Contribution would
be a challenge for our Company.

Long-Term Equity Awards

Each named executive officer is eligible to receive equity awards, which the Compensation Committee
believes will reward the named executive officers if stockholder value is created over the long-term, as the value of
the equity awarded increases with the appreciation of the market value of our common stock. Accordingly, the
primary purpose of our long-term equity awards is to align the interests of the named executive officers with those of
the stockholders through incentives to create stockholder value, Equity awards also improve our ability to attract
and retain our executives by providing compensation that is competitive with market levels,

The Compensation Committee seeks to provide equity incentive awards that are generally compelitive with
market practice, which it determines by reference to market data compiled by our Human Resources staff, and more
recently by reference to the practice among companies in our peer group. Our equity compensation plans provide
for awards of stock options, restricted stock, restricted stock units and stock bonuses. Equity grants are typically
awarded to executive officers upon hiring or promotion, in connection with a significant change in responsibilities,
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or sometimes to achieve internal equity. Each year, the Compensation Committee reviews the equity ownership of
our executive officers and considers whether to make an additional award. In making this determination, the
Compensation Committee takes into account, on a subjective basis, the responsibilities, past performance and
anticipated future contribution of the executive, the competitiveness of the executive’s overall compensation
package, as well as the executive’s existing equity holdings, accumulated realized and unrealized stock option
gains, the potential reward to the exccutive if the market value of our common stock appreciates, and the
recommendations of our principal executive officer. Beginning in 2007, the Compensation Committee determined
to target long-term equity award grant guideline levels for our named executive officers with reference to the
50th percentile of the peer group. However, during 2007, the Compensation Committee has not awarded equity
compensation to any of our named executive officers, as a result of our Audit Committee’s voluntary review of our
historical stock option grant procedures and the restatement of our consolidated financial statements.

Prior 1o 2006, we used stock options as the principal mechanism of providing long-term incentive compen-
sation. However, as the market vatue of our common stock had declined or fluctuated over time, outstanding stock
options were not serving their intended purpose, because many had exercise prices significantly higher than the
market value of our common stock, so they had limited incentive or retention effect. [n view of this fact and the fact
that the expensing of stock options was mandated in 2006, in October 2005 the Board of Directors approved the
acceleration of vesting of all outstanding, unvested stock options with exercise prices above $8.23 per share.
Beginning in June 2006, the Compensation Committee began granting restricted stock units — the right to receive
one share of our common stock for each restricted stock unit upon the vesting or settlement date — in lieu of stock
options. The Compensation Committee believes that restricted stock uniis align the interests of the named executive
officers with the interests of stockholders because the value of restricted stock unit awards appreciates if the market
value of our common stock appreciates. In addition, the Compensation Committee believes that use of restricted
stock units may reduce the rate at which the total number of shares underlying stock options and other awards
outstanding increases over time because the fair value per share of restricted stock units is rypically higher than the
fair value per share of stock options. The Compensation Committee also believes that these awards have significant
retention value and support continuity among the executive team, and gave special weight to this consideration in
2006, after our Chief Executive Officer retired and the Company was searching for his replacement.

During 2006, our named executive officers were granted restricted stock units representing 155,000 shares of
our common stock, including awards of restricted units covering 50,000 shares to Mr. Carnecchia, 40,000 shares 10
Mr. Calonico, 35,000 shares to Mr. Martello, 10,000 shares to Mr. Nelson-Gal and 20,000 shares to Mr. Kiker. Each
restricted stock unit award will vest in equal annual installments over four years from the vesting commencement
date. as disclosed below in the Grants of Plan-Based Awards table. The Compensation Committee selected this
vesting schedule to be consistent with competitive market practice, based on market data obtained from our Human
Resources staff and Compensia. The Compensation Committee set the number of restricted stock units granted to
each named executive officer based on its subjective judgment of an appropriate level of long-term incentive
compensation for each individual named executive officer, taking into account, in particular, the executive’s
existing equity holdings, accumulated realized and unrealized stock option gains, the potential reward to the
executive if the market value of our common stock appreciates. Details of the restricted stock units granted o our
named executive officers in 2006 are disclosed in the Grants of Plan-Based Awards table below.

During 2006, our named executive officers were granted options to purchase 190,000 shares of our common
stock. After its subjective consideration of the factors mentioned above for each named executive officer, the
Compensation Committee determined to award of stock options to only two named executive officers, as a resuit of
a change in responsibilities or in connection with the commencement of employment. In May 2006, in connection
with setting his compensation as our principal executive officer, Mr. Carnecchia was granted an option to purchase a
total of 100,000 shares of common stock at an exercise price of $9.24 per share, of which options to purchase
50,000 shares vested on March 31, 2007 and the remainder will vest on March 31, 2008. In addition, his option grant
contained acceleration of vesting provisions that were subsequently adjusted as discussed under the sections
entitled “Severance Arrangements” and “Change of Control Arrangements” below. In September 2006, upon his
joining Interwoven as our Chief Marketing Officer, Mr. Kiker was granted an option to purchase 90,000 shares of
our common stock at an exercise price of $8.10 per share, of which options to purchase 22,500 shares vested on
September 12, 2007, and the remainder will vest in equal monthly increments over the 36 months thereafter. Further
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details of stock options granted to our named executive officers in 2006 are disclosed in the Grants of Plan-Based
Awards table below,

In connection with the hiring of our Chief Executive Officer in April 2007, we negotiated an employment
arrangement with him that provides for a restricted stock award representing 300,000 shares of our common stock
and an option to purchase 300,000 shares of our common stock at a price of $15.27 per share. In negotiating and
setting his equity awards, the Compensation Committee targeted roughly the SOth percentile of the 2007 peer group,
which it believed was the level of compensation required to attract qualified candidates and retain and provide him
with incentives to perform substantially over the duration of vesting of those awards.

Prior to October 2007, the grant date for any stock options awarded to any of our named executive officers was
typically the date on which the Compensation Committee determined to make the award and the exercise price of
any stock options so granted was the closing price on the grant date. In September 2007, we adopted an equity
compensation award policy that provides that the grant date will be the 5th trading day of the month following the
date on which the Board of Directors approves the grant, and the exercise price of any options so granted is the
closing price on the grant date.

Employee Benefits.

All of our named executive officers are eligible to participate in our 401{k) plan (which includes our Company
matching contributions), health and dental coverage, life insurance, disability insurance, paid time off, and paid
holidays on the same terms as are available to all employees generally. These rewards are designed to be
competitive with overall market practices, and are in place to attract and retain the talent needed for the operation of
the business.

Severance Arrangements.

As an inducement to join our company, our offer letters with Benjamin E. Kiker, Jr., our current Senior Vice
President and Chief Marketing Officer, and William Seawick, our former Senior Vice President and Chief
Marketing Officer, provided that these executive officers would be entitled to receive severance equal to six
months of their base salary in the event that they were terminated without cause and they signed a general release of
claims against us. In connection with his termination in July 2006, we entered into a separation agreement and
release with Mr. Seawick that provided for the severance payments and other benefits that are disclosed under
“Potential Payments Upon Termination or Change in Control — Severance Arrangements” below. Mr. Kiker’s offer
letter provides that his severance benefit ceases after the first six months of his employment. Under *“Potential
Payments Upon Termination or Change in Control — Severance Arrangements” below, we have disclosed the
possible severance payments Mr. Kiker would have received assuming a qualifying termination on December 31,
2006.

During 2007, we entered into severance arrangements with Joseph L. Cowan, John E, Calonico, Jt. and Scipio
M. Carnecchia, each of which is disclosed under “Potential Payments Upon Termination or Change in Control”
below. These arrangements were provided 1o our named executive officers in 2007, in connection with our Chief
Executive Officer succession plan, and were designed to retain our senior executive team through and beyond the
hiring of a new Chief Executive Officer.

The value of our severance arrangements for our named executive officers was not a material factor in the
Compensation Committee’s determination of the level of any other element of named executive officer
compensation.

Change in Control Arrangements.

During 2006, the only change in control arrangements with our named executive officers were those contained
in stock options and restricted stock units that provided for accelerated vesting of fifty percent of the unvested shares
subject to the award in the event the named executive officer’s employment is terminated without cause, or is
constructively terminated, within 12 months following a change in control (as defined in the award). The intent of
these arrangements is to enable the named executive officers to have a balanced perspective in making overall
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business decisions, and to be competitive with market practices. The Compensation Committee believes that change
in control benefits, if structured appropriately, serve to minimize the distraction caused by a potential transaction
and reduce the risk that key talent would leave the Company before a transaction closes. We typically do not pravide
for gross-ups of excise tax values under Section 4999 of the Internal Revenue Code. Rather, we allow the named
executive officer 1o reduce the benefit received or defer the accelerated vesting of options to avoid excess payment
penalties. To encourage Mr. Cowan to accept our offer of employment, we agreed to provide him with a gross-up for
excise tax values. Details of each individual named executive officer’s change in control benefits, including
estimates of amounts payable in specified circumstances, are disctosed under “Potential Payments Upon Termi-
nation or Change in Control — Other Change in Control Arrangements” below.)

During 2007, we entered into change in control benefit arrangements with several of our named executive
officers. These arrangements included severance pay, payment of COBRA premiums and accelerated vesting of
equity awards, These arrangements were provided to the named executive officers in connection with our Chief
Executive Officer succession plan, and were also designed to improve retention of our senior executives whose roles
would likely be eliminated in connection with a change in control of the Company. Details of each named executive
officer’s change in control benefits, including estimates of amounts payable in specified circumstances, are
disclosed under “Potential Payments Upon Termination or Change in Control” below.)

Supplementary Compensation Policies

We use several additional policies to ensure that the overall compensation structure is responsive to
stockholder interests and competitive with the market. Specific policies include:

Limitations on Deductibility of Compensation

Section 162(m) of the Internal Revenue Code limits Interwoven to a deduction for federal income tax purposes
of no more than $1 million of compensation paid to the principal executive officer, principal financial officer and the
next three most highly compensated executive officers in a taxable year. Compensation above $1 million may be
deducted if it is ““performance-based compensation” within the meaning of the Code. The Compensation Com-
mitiee has considered the requirements of Section 162(m) and believes that stock option grants made to the
principal executive officer, principal financial officer and other applicable officers satisfy the requirements for
“performance-based compensation” and are, therefore, exempt from the limitations on deductibility. Restricted
stock unit awards are not performance-based, and thf_:refore are not deductible. However, deductibility is not the sole
factor used by the Compensation Commitiee in ascertaining appropriate levels or manner of compensation and
corporate objectives may not necessarily align with the requirements for full deductibility under Section 162(m).
Accordingly, we may enter into compensation arrangements under which payments are not deductible under
Section 162(m). The Compensation Committee’s present intention is to comply with Section 162(m) unless the
Compensation Committee believes that these requirements are not in the best interest of Interwoven or its
stockholders.

Compensation Committee Report

The information contained in this report shall not be deemed to be “soliciting material,” to be “filed” with the
Securities and Exchange Commission or be subject 1o Regulation 14A or Regulation 14C (other than as provided in
Item 407 of 5-K) or 10 the liabilities of Section 18 of the Securities Exchange Act of 1934, and shall not deemed 10 be
incorporated by reference in future filings with the Securities and Exchange Commtission except to the extent that
Interwoven, Inc. specifically incorporates it by reference into a document filed under the Securities Act of 1933 or
the Securities Exchange Act of 1934,

The Compensation Committee has reviewed and discussed the “Compensation Discussion and Analysis”
section of this Annual Report on Form 10-K with Interwoven’s management. Based on that review and those
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discussions, the Compensation Committee recommended to the Board of Directors that the “Compensation
Discussion and Analysis” section be included in this Annual Report on Form 10-K.

Compensation Committee:

Thomas L. Thomas, Chairperson
Frank J. Fanzilli, Jr.
Roger J. Sippl (member since April 2007)
Bob L. Corey (member from October 2006 to March 2007)
Charles M. Boesenberg (member from October 2006 to April 2007)

Compensation Committee Interlocks and Insider Participation

In 2006, the members of the Compensation Committee were Mr. Thomas for the entire year, Mr. Fanzilli
through October 12, 2006 and Messrs. Boesenberg and Corey since October 2006. Mr, Thomas serves as Chairman
of the Compensation Committee. No interlocking relationships exist between any person who served as a member
of our Compensation Committee in 2006 and any member of any other company’s board of directors or
compensation committee.

Summary Compensation

The following table sets forth the compensation awarded, earned or paid for services rendered in all capacities
to Interwoven, Inc. and its subsidiaries during 2006 to each individual who served as our principal executive officer
during 2006, our principal financial officer, the three most highly compensated executive officers who were serving
as executive officers (other than as our principal executive officer or principal financial officer) at December 31,
2006 and an additional individual for whom disclosure would have been required had he continued serving as an
executive officer through December 31, 2006. '

SUMMARY COMPENSATION TABLE — 2006

Non-Equity
Stock Option  [ncentive Plan All Other

Salary Awards Awards  Compensation Compensation
Name and Principal Position Year $)1) S} $)(3) {$)(d) $)(5) Total ($)
Scipio M. Carnecchia . . ... ... 2006 $290,000(7) $ 51,969 3144,983 $533,520(8) % 750 $1,021,222
President(6) .
John E, Calonico, Jr. ......... 2006 $255000 § 41,575 % 13,592 $137,775 $ 750 $ 448,692
Senior Vice President and
Chief Financial Officer
Steven J. Martello . .......... 2006 $250,000 $ 36,378 3 36,291 $275,894(9) — $ 598,563
Senior Vice President of Client
Services
David A. Nelson-Gal . . ....... 2006 $253,651 § 10,394 3$249,618 $108.872 $ 750 $ 623,285
Senior Vice President of
Engineering
Benjamin E. Kiker, Jr. .. ... ... 2006 $ 76,705 0§ 14,692 $ 23,994 $ 25,360 — $ 140,751

Senior Vice President and
Chief Marketing Officer
Former Officers
Martin W. Brauns(6) . ........ 2006 $100,000  $738,400(10) —(10) — $1,437.052(11) $2,275,452
Former Chief Executive
Officer and Director

William Seawick(i2)......... 2006 $113,720 — — 3 45,060 $ 129016(13) § 287,796
Former Senior Vice President
and Chief Marketing Officer

(1) Effective January 31, 2007, the following Named Executive Officers received an increase in annual base salary
to the following amounts: Mr. Catonico — $280,000 and Mr. Nelson-Gal — $268,000. Effective April 19,
2007, Mr. Carnecchia received an increase in annual base salary to $300,000. Effective August 1, 2007,
Mr. Calonico’s annual base salary was increased to $305,000.
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‘The amounts reflect the dollar amount recognized for financial statement reporting purposes for the year ended
December 31, 2006 in accordance with Statement of Financial Accounting Standard SFAS No. 123R of
restricted stock unit awards issued pursuant to the 1999 Equity Incentive Plan. For restricted stock unit awards,
fair value is calculated using the closing price on the grant date as if these awards were vested and issued on the
grant date. No stock awards were forfeited by any of our Named Executive Officers during the year. See the
“Grants of Plan-Based Awards — 2006 table for information on restricted stock unit awards made in 2006.
See also Footnote 10 below. These amounts reflect our accounting expense for these awards, and do not
correspond to the actual value that may be recognized by the Named Executive Officers.

The amounts reflect the dollar amount recognized for financial statement reporting purposes for the year ended
December 31, 2006 in accordance with SFAS No. 123R of stock option awards issued’ pursuant to the 1999
Equity Incentive Plan and thus includes amounts from outstanding stock option awards granted during and prior
to 2006. Assumptions used, except for forfeiture assumptions, in the calculation of these amounts are included
in the notes to our audited consolidated financial statements for the year ended December 31, 2006 as included
in this Annual Report on Form 10-K. No stock options were forfeited by any of our Named Executive Officers
during 2006 other than Mr. Brauns and Mr. Seawick who forfeited options to purchase 1,275,000 shares and
200,000 shares, respectively, in connection with the cessation of their employment. See the “Grant of Plan-
Based Awards — 2006 table for information on stock option grants made in 2006. See also Footnote 10 below.
These amounts reflect our stock-based compensation expense for these awards, and do not correspond to the
actual value that may be recognized by the Named Executive Officers.

Except as disclosed in footnotes 8 and 9, the amounts reflect the cash awards paid to the Named Executive
Officers under the 2006 Executive Officer Incentive Bonus Plan, as further described in “Compensation
Discussion and Analysis™ above and the “Grants of Plan-Based Awards — 2006 table below. The MBO Bonus
portion of the awards for Messrs. Calonico, Kiker, Martello, Nelson-Gal and Seawick was $23,875, $5,760,
$22,500, $25,725 and $11,460, respectively.

The “All Other Compensation” column includes the items described and quantified below and, to the extent
amounts are not described and quantified below, matching contributions we made under our 401(k) plan during
2006 on behalf of each Named Executive Officer.

Mr. Brauns retired on March 31, 2006. Mr. Camecchia served as Interim President from the time Mr. Brauns
retired until September 14, 2006, when he was appointed President. Mr. Carnecchia has served as our President
since that date, and as our principal executive officer from that date until Joseph L. Cowan became our Chief
Executive Officer on April 2, 2007,

Mr. Carnecchia was paid an additional $30,000 per quarter for each quarter in which he served as our principal
executive officer for a total of $90,000 in 2006,

Represents cash awards paid pursuant to Mr. Carnecchia’s 2006 Compensation Plan.
Includes cash awards of $224.919 paid pursuant to Mr. Martello’s 2006 Compensation Plan.

(10) Reflects amounts expensed in 2006 for Mr. Brauns and does not include expense for awards that were forfeited

in connection with his retirement {which amounts have not been previously disclosed). We issued
80,000 shares of restricted stock under the 1999 Equity Incentive Plan pursuant to the terms of our separation
agreement with Mt. Brauns and in exchange for his surrender of outstanding options to purchase 1.0 million
shares of our common stock, with a weighted average exercise price of $14.39 per share. In addition,
Mr. Brauns agreed to surrender an option to purchase 250,000 shares, with an exercise price of $49.38 per
share, and an option to purchase 25,000 shares, with an exercise price of $111.52 per share. Accordingly, the
entire amount of expense reflected in the column entitled “Stock Awards” for these 80,000 shares of restricted
stock was offset by the value of options surrendered.

{(11) Mr. Brauns received a cash payment of $1,400,000 in connection with his retirement, representing the sum of

his annual base salary of $350,000 plus the amount equal to the sum of his targeted annual cash bonuses for
2006 and 2007: $17.419 for accrued vacation and $18,883 in perquisites and other personal benefits. Of the
$18,883 in perquisites and other personal benefits, $10,000 represents reimbursement of Mr. Brauns’ legal
fees in connection with the review and execution of his separation agreement and $8,083 represents
Consolidated Omnibus Budget Reconciliation Act of 1995 (“COBRA™) premium payments for Mr. Brauns
and his spouse during 2006. The balance of his perquisites and other personal benefits consists of the value of
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our personal computer equipment that we permitted Mr. Brauns to retain following his retirement and our
incremental cost of providing post-termination telephone and e-mail support.

We are obligated to provide Mr. Brauns and his spouse continued group medical coverage through COBRA for
up to 21 months following March 31, 2006 at our expense. We have paid $8,083 for COBRA premiums for
Mr. Brauns and his spouse during the first nine months of 2007, and expect to pay an additional $2,694 for such
payments during the last three months of 2007.

(12) Mr. Seawick’s employment was terminated on July 6, 2006.

(13) Mr. Seawick received severance of $110,000, representing six months of his base salary, $6,466 for accrued

vacation and $12,500 in perquisites or other personal benefits, which amount represents the benefit to
Mr. Seawick as a result of our not requesting that he repay a portion of his sign-on bonus in connection with the
termination of his employment per the terms of his offer letter.

GRANTS OF PLAN-BASED AWARDS — 2006

All All
Other Other Grant
Stock Option Date

Awards: Awards:  Exercise Fair
. . Estimated Future Payouts — wyonper'of Nymber of or Base  Value
Estimated Possible Payouts under Under Equity Incentive Plan Shares of  Securities Price of  of Stock

Non-Equity Incentive Plan Awards Awards Stock or  Underlying  Option and
Grant Threshold ~ Target Maximum  Threshold Target Madmum Units (#)  Options  Awards  Option
Name Date ® U] )] L] ® L] (n M @) (WSh)  Awards (§)
Scipio M. Camecchia . . . . 4 — $275.000 — — — — _ —_— — —_
5/19/06 — — — — — — — 100,000 $ 9.24 $359,180
. 6/19/06 — — —_ - —_ — 50,000 $431,000
John E. Calonico, Jr. . ... (5) $30,000 3100,000 3300000 — — — — — — —_
(6) — § 25000 § 25,000 — — — — — — —
6/19/06 — — — - — — 40,000 — — $344 300
Steven J. Martello . ... .. (7) $18,740 $150,000 —_ - — — — — -— —
(5) § 7,500 § 25,000 $ 75,000 — — — — — — —
(6) — $ 25,000 $ 25,000 — — — — — — _
6/19/06 — — —_ - — — 35,000 — — $301,700
David A. Nelson-Gal . . . . (5) $21.900 § 73.000 $219,000
(6) -— § 30,000 $ 30,000 — — —_ — — — —
6/19/06 — — — — — — 10,000 — — § 86,200
Benjamin E. Kiker. .. ... 3} —
9/12/06 — — —_ - — — 90,000 $10.80 3$352.764
9712/06 — — —_ - — — 20,000 — — $216,000
Former Officers
Martin W. Brauns . . .. .. (8) — — _ - — — 80,000 — — 5738400
William Seawick . . ... .. (5) $24,000 $ 80,000 $240,000 — — — — —_ — —
(6} — §$ 30,000 § 30,000 — — — — _— _ _

(H

(2)

3

Except as indicated in footnote 8, all awards reported in this column are awards of restricted stock units. These
restricted stock unit awards were granted under the 1999 Equity Incentive Plan, vest annually in 25%
increments on each of the first through fourth anniversaries of the date of grant and are settled in shares
on the vesting date.

These stock option awards were granted under the 1999 Equity Incentive Plan. Mr, Carnecchia’s options vest as
to 50% of the shares subject to the options on the first anniversary of grant and thereafier vest in monthly pro-
rata increments over the following twelve months. Mr. Kiker’s options vest as to 25% of the shares subject to the
options on the first anniversary of grant and thereafter vest in monthly pro-rata increments over the following
thirty-six months. The options have a maximum term of ten years subject to earlier termination upon cessation
of service to us. The exercise price of each option may be paid in cash or in shares of common stock valued at
the closing price on the exercise date or may be paid with the proceeds from a same-day sale of the purchased
shares.

In the event of a change of contro! in which we sell all or substantially all of cur assets or an entity acquires us by
means of consolidation, corporate reorganization or merger, or other transaction or series of related transactions
in which more than 50% of the outstanding voting power of our company is transferred, and the executive
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officer is terminated without Cause in connection with or following the transaction, then the stock options
granted and restricted stock units awarded will immediately vest as to the greater of 50% of the unvested shares
or the number of shares that would have vested had the termination not involved a change in control.

(4) Mr. Carnecchia’s awards were granted under his 2006 Compensation Plan, which provides for commissions for
software license bookings and revenues from consulting and education services. As further described below, the
commissions are earned and paid quarterly upon attainment of quarterly goals for such bookings and revenues,
and quarterly goals for such bookings and revenue less the cost of license revenues and sales expenses to attain
such bookings and revenue. The actual payments from this incentive compensation are included in the “Non-
Equity Incentive Plan Compensation” column in the Summary Compensation Table — 2006 above. Mr. Car-
necchia’s 2006 Compensation Plan did not contain any threshold or maximum value. Accordingly, no such
values have been included in the table for this plan.

(5) Represents the Company Performance Bonus portion of the participant’s Target Bonus award under the 2006
Executive Officer Incentive Bonus Plan, which is further described below. The actual payments from these
awards are included in the “Non-Equity Incentive Plan Compensation” column in the Summary Compensation
Table — 2006 above. The maximum values are calculated by multiplying the Company Performance Target
Bonus amount by 300% and the threshold values are calculated by multiplying the Company Performance
Target Bonus amount by 30%.

(6) Represents the MBO Bonus portion of the participant’s Target Bonus award under the 2006 Executive Officer
Incentive Bonus Plan, which is further described below. The actual payments from these awards are included in
the “Non-Equity Incentive Ptan Compensation” column in the Summary Compensation Table — 2006 above.
There was no set “Threshold” payout established with respect to this portion'of the participant’s Target Bonus
award under the 2006 Executive Officer Incentive Bonus Plan.

(7) Mr. Martello's incentive compensation award was granted under his 2006 Compensation Plan that provides for
commissions for revenues from maintenance, consulting and education services. As further described below,
the commissions are earned and paid quarterly upon attainment of quarterly goals for such revenues, and
quarterly goals for such revenues less the cost of the customer support and professional services organization to
attain such revenues. The actual payments from this incentive compensation are included in the “Non-Equity
Incentive Plan Compensation” column in the Summary Compensation Table — 2006 above. The threshold
value is calculated by multiplying the sum of each quarterly goal for such revenues by the product of 0.0635%
multiplied by 25%. Mr. Martello’s 2006 Compensation Plan did not contain any maximum value. Accordingly,
no such value has been included in the table for this plan.

(8) Pursuant to his separation agreement with us, Mr. Brauns surrendered options to purchase an aggregate of
1.0 million shares in exchange for 80,000 shares of restricted stock. Additionally, in connection with his
retirement, he surrendered options to purchase an additional 275,000 shares.

Non-equity incentive plans consist of the 2006 Executive Officer Incentive Bonus Plan and commission-based
compensation plans for Mr. Carnecchia and Mr. Martello.

2006 Executive Officer Incentive Bonus Plan.  All Named Executive Officers other than Mr. Carnecchia
participated in the 2006 Executive Officer Incentive Bonus Plan. The plan provides for the payment of Company
Performance Bonuses and MBO Bonuses. The Company Performance Bonus depends upon the extent to which the
goals identified in the two bullets below have been achieved. These two goals are given equal weight in the
determination of bonus and are not mutually dependent. Under the plan, participants are eligible to receive up to
four quarterly bonuses and one annual bonus, each targeted at an amount equal to 20% of the participant’s on-target
bonus based on attainment of Company Performance Bonuses for the year.

The MBO Bonuses depend on individualized, quarterly objectives that are described under “‘Compensation
Discussion and Analysis” above. The number of goals identified in the third bullet below, for each participant who
has such goals, typically ranges from three to five, each of which is weighted differently depending on organi-
zational strategy and other factors considered by the principal executive officer. Under the plan, participants are
eligible to receive up to four quarterly bonuses, each targeted at an amount equal to 25% of the participant’s on-
target bonus based on attainment of MBO Bonuses for the year.

84




The actual bonus payment equals the target bonus payment multiplied by a percentage that varies depending
upon achievement of the following three separate goals to the extent they are met for the year and for each quarter in
that year:

¢ achievement of non-GAAP operating income goals, which, in 2006, were the same as the quarterly and
annual non-GAAP operating income targets contained in our financial plan, as approved by the Board of
Directors (the “Non-GAAP Operating Income Goals ™),

» achievement of revenue targets, which, in 2006, were the same as the quarterly and annual revenue targets
contained in our financial plan, as approved by the Board of Directors (the “Revenue Goals™); and

» in the case of each Named Executive Officer other than our President and Chief Executive Officer,
achievement of individual goals and objectives established for each of those persons by our President (the
“MBQ Goals?),

For purposes of the Non-GAAP Operating Income, non-GAAP operating income is calculated based on our
operating income (loss) for the applicable period computed in accordance with generally accepted accounting
principles less the impact of amortization of deferred stock compensation and intangible assets, restructuring and
excess facilities charges, in-process research and development charges and other non-recurring items.

Information regarding the actual Non-GAAP Operating Income Goals, Revenue Goals and MBO Goals for
2006 is provided under “Compensation Discussion and Analysis” above. The extent to which Non-GA AP Operating
Income Goals and Revenue Goals are met and became payable was determined quarterly by reference to our
quarterly financial press release, subject to adjustment to the extent the results of operations reflected in the
consolidated financial statements filed with Securities and Exchange Commission differed. Payments of the bonus
associated with the attainment of MBO Goals are paid to participants based on the degree to which each of his
objective and qualitative MBO Goals are determined by the Compensation Committee to have been achieved, based
on the assessments and recommendations of the principal executive officer. The extent to which a Named Executive
Officer met his MBO Goals was approved by the Compensation Committee, based upon recommendations from the
President.

Under the 2006 Executive Officer Incentive Bonus Plan, if the minimum threshold level of a particular goal is
not met, as described below, the Named Executive Officer will receive no payment for the portion of the target
bonus that is based on that goal. Conversely, if the threshold of a particular goal is exceeded, the Named Executive
Officer may receive a payment amount that exceeds his target bonus under the plan,

Achievement of not less than $1.0 million below the Non-GAAP Operating Income Goal was required to
receive any payment of the portion of his bonus that was based on attainment of the Non-GAAP Operating Income
Goal. The possible percent of payment ranged from:;

» 60% to 72% for achievement of less than $500,000 below the Non-GAAP Operating Income Goal;

* 75% to 95% for achievement of not more than $500,000 below the Non-GAAP Operating Income Goal;

100% for achievement of the Non-GAAP Operating Income Goal,

* 101% to 104% for achievement of $100,000 to less than $500,000 above the Non-GAAP Operating Income
Goal;

105% to 113% for achievement of $500,000 to less than $1.0 million above the Non-GAAP Operating
Income Goal; and

115% to 300% for achievement of $1.0 million or more above the Non-GAAP Operating Income Goal;

in each case, based on a straight-line, linear scale, resulting in an incremental increase within the ranges described in
the first, second, fourth, fifth and sixth bullets of 3%, 3%, 1%, 2% and 4%, respectively, for achievement of each
additional $100,000 of non-GAAP operating income.
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Achievement of at least 90% of the Revenue Goal was required for payment of the portion of his bonus that was
based on attainment of the Revenue Goal. The possible percent of payment ranged from:

+ 60% to 70% for achievement of 95% or less of the Revenue Goal;

76% to 94% for achievement of not more than 96% below the Revenue Goal;

» 100% for achievement of 100% of the Revenue Goal;

102% to 110% for achievement of 101% to 105% above the Revenue Goal; and

115% to 300% for achievement of 106% or more above the Revenue Goal,;

in each range, based on a straight-line, linear scale, resulting in an incremental increase within the ranges described
in the first, second, fourth and fifth bullets of 2%, 6%, 2% and 5%, respectively, for achievement of each additional
amount of revenue that represents 1% of the Revenue Goal.

In the case of each of our Named Executive Officers, other than our President and Chief Executive Officer, no
minimum threshold of achievement of his MBO Goals was required for payment of the portion of his bonus that was
based on attainment of the MBO Goals. The percent of payment for each goal was based on a straight-line, linear
scale and was equivalent to the percent of the MBO Goal achieved, with a maximum cap of 100% for each goal and
for aggregate on-target bonus based on attainment of MBO Goals.

Commissions Plans.

Mr. Carnecchia's 2006 Compensation Plan provides for commissions on software license bookings and
revenues from consulting and education services. The commissions are earned and paid quarterly upon attainment
of quarterly goals for such bookings and revenues, and quarterly goals for such bookings and revenues less the cost
of the license revenue and sales expenses to attain such bookings and revenues (“Direct Contribution”). Under this
plan, Mr. Carnecchia’s on-target incentive pay was $275,000, of which $250,000 was tied to achievement of license
bookings goals and $25,000 was tied to achievement of goals for revenues from consulting and education services.
Mr. Carnecchia is eligible to receive up to four quarterly bonuses, each designed to result in payment of an amount
equal to the applicable portion of his tota! target bonus under this plan if there is full achievement of the quarterly
goals relating to such bookings and revenues and Direct Contribution contained in our financial plan, as approved
by the Board of Directors. Information regarding the actual goals for 2006 is provided under “Compensation
Discussion and Analysis” above. Direct Contribution consists solely of costs of license revenues and the direct
expenses incurred by our worldwide sales organization to acquire such revenues. The actual bonus payments equal
the applicable quarterly license bookings goal or goal for revenues from consulting and education services, as the
case may be, multiplied by the product of a commission rate that varies depending upon the extent to which the
applicable goal is achieved or exceeded, multiplied by a percentage that varies depending upon the extent to which
the applicable Direct Contributions is above or below the applicable goals. Commission rates and multipliers vary
by the level of license bookings or revenues from consulting and education services, resulting in commission
payments increasing non-linearly only with respect to the portion of bookings or revenue that exceeds a givenrange,
and linearly within each range. There was no minimum level of achievement required for the payment of
Mr. Carnecchia’s quarterly bonus under this plan. The possible payment for the bonus tied to achievement of:

» license bookings ranged from 0.3344% to 1.6720% of actual license bookings at 0% to more than 107% of
the license bookings goal, respectively, each quarter, with the rate only increasing above 0.3344% if
achievement exceeds 100% of the license bookings goal; and

+ professional services revénue ranged from 0.0708% to 0.3540% of actual professional services revenue from
0% to more than 107% of the license bookings goal, respectively, each quarter, with the rate only increasing
above 0.0708% if achievement exceeds 100% of the professional services revenue goal;

in each case, multiplied by a percentage that could have ranged each quarter from 80% to 150% at more than 3%
below and more than 4% above the Direct Contribution goals, respectively.
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Mr. Martello’s 2006 Compensation Plan provides for commissions on revenues from maintenance, consulting
and education services. The commissions are earned and paid quarterly upon attainment of quarterly goals for such
revenues and quarterly goals for that revenue less the cost the cost of the customer support and professional services
organization to attain such revenues (“Direct Services Contribution™). Under this plan, Mr. Martello is eligible to
receive up to four quarterly bonuses, each designed to result in payment of an amount equal to the applicable portion
of his total target bonus under this plan if there is full achievement of the quarterly goals relating to such revenues
and Direct Services Contribution contained in our financial plan, as approved by the Board of Directors.
Information regarding the actual goals for 2006 is provided under “Compensation Discussion and Analysis”
above. Direct Services Contribution consist solely of revenues from maintenance, consulting and education services
less direct expenses to acquire and provide the maintenance, consulting and educational services. The actual bonus
payment equals the applicable quarterly goals for such revenues from maintenance, consulting and education
services multiplied by the product of a commission rate that varies depending upon the extent to which the
applicable goal is achieved or exceeded, multiplied by a percentage that varies depending upon the extent to which
the applicable Direct Services Contribution are above or below the applicable goals. Achievement of not less than
96% of these goals each quarter was required for the payment of Mr. Martello’s quarterly bonus under this plan. The
possible payment ranged from 0.0635% to 0.2541% of actual revenues from maintenance, consulting and education
services at 96% and in excess of 110% of the goal for such revenues, respectively, each quarter, multiplied by a
percentage that could have ranged each quarter from 25% to 200% at more than 2% below and more than 3% above
the Direct Services Contribution goals, respectively. The plan provided that Mr. Martello would receive no
commissions if actual revenues from maintenance, consulting and education services were lower than 96% of the
goal for such revenues.

The extent to which license bookings goals and goals for revenues from consulting and education and/or
maintenance services, and Direct Contribution or Direct Services Contribution goals related thereto, were met and
bonuses under the commission-based compensation plans became payable was determined quarterly by our finance -
team and the Audit Committee of the Board of Directors, based on our reported financial results, and each quarterly
payment was approved by the Compensation Committee. Under these commission-based compensation plans,
fractional percentages are rounded to the nearest whole percentage in determining the extent to which goals have
been achieved.
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OUTSTANDING EQUITY AWARDS AT 2006 YEAR-END

Option Awards Stock Awards
Number of Number of Market Value

Securities Securities Number of of Shares

Underlying Underlying Option Shares or or Units of

Unexercised Unexercised  Exercise Option Units of Stock Stock That

Options (#) Options (#) Price Expiration That Have Have Not

Name Exercisable Unexercisable (3] Date " Not Vested (#) Vested* ($)
Scipio M. Carnecchia. ... .. 21.251(1) — $24.25 4/3/2011
6.250(4)7 —_ $25.60 2/6/2012
10,000(6)1 — $13.60 5112012
10,000(7)t —_ $ 960 71172012
10,000(9F —_ $ 9.92 12/5/2012
22,917 2,083(10)% 6.60 4/15/2013
25,000¢12)t — $10.00 8/1/2013
65,000(14)1 — $13.72  1/30/2014
50,000(15)1 —m $ 883 6/22/2014
40,000017)T — $ 943 1/10/2015
30,000(18)t —_ $ 838  6/22/2015

— 100,000(19)$ 924  5/19/2016
50,000020)  $733,500

John E. Calonico, Ir. ... ... 104,602(2)% —  $11.76 171412012
29,886(3)+ —  $1176 171472012
44,829(2) —  $669 1/14/2012
74,716(8) —  $410 10/182012
47,500(13)t — $1341  12/4/2013
20,000(17)t —  $943  1/10/2015
40,000(20) $586,800
Steven J. Martello . .. ... .. 50,000(5)F . —  $16.88  4/30/2012
22,396 2,60411)$ 7.24  5/1/2013
80,000(14)t —  $13.72 173012014
50,000(15)t —  $ 883 62212014
40,000(17)t —  $943  1/10/2015
50,000(18)+ —  $838  6/22/2015
35,000(20) $513,450
David A. Nelson-Gal . . . . .. 112,500 87,500(16)$ 7.77  9/10/2014
10,000(17)t —  $943 111072015
10,000(20) $146,700
Benjamin E. Kiker, Jr. . . . .. — 90,000(21)$10.80  9/12/2016

20,000(22) $293,400
Former Officers
Martin W, Brauns ........ — —_ —_ — — —
William Seawick .. ....... — — — — — _

* The market value of the restricted stock units that have not vested is calculated by multiplying the number of
units that have not vested by the closing price of our common stock at December 29, 2006, the last trading day in
2006, which was $14.67.

¥ On October 3, 2005, the Board of Directors approved the acceleration of vesting of all outstanding, unvested
common stock options, with exercise prices in excess of $8.23 per share, previously awarded to employees and
officers under our equity compensation plans. As a condition to the acceleration of vesting, holders of the
options accelerated were required to refrain from selling any shares acquired upon exercise before the date on
which the shares to be sold would have vested had the vesting of common stock options not been accelerated.
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Vesting Schedule for Quistanding Stock Options and Unvested Stock Units

Note

(1
(2)
(3)
@
()
©
(7.
8
©)
(10)
()
(12)
(13)
(14)
(15)
(16)
(17)
(18)
(19)
(20)
(21
(22)

The options have a maximum term of ten years measured from the applicable grant date, subject to earlier

Grant Dates

4/3/2001
1/14/2002
1/14/2002
2/6/2002
4/30/2002
5712002
7/11/2002
10/18/2002
12/5/2002
4/15/2003
5/1/2003
8/1/2003
12/4£2003
1/30/2004
6/22/2004
9/10/2004
1/10/2005
6/22/2005
5/19/2006
6/19/2006
9/12/2006
9/12/2006

Incremental Vesting Dates

25% on 4/3/02; pro-rata monthly for next 36 months
1/8th on 7/14/02; pro-rata monthly for next 42 months
1/3rd on 1/14/04; pro-rata monthly for next 48 months
25% on 5/6/02; pro-rata monthly for next 45 months
25% on 4/22/03; pro-rata monthly for next 36 months
25% on 11/1/02; pro-rata monthly for next 42 months
25% on 1/11/03; pro-rata monthly for next 42 months
Pro-rata monthly over 36 months

25% on 6/5/03; pro-rata menthly for next 42 months
25% on 10/15/03; pro-rata monthly for next 42 months
25% on 11/1/03; pro-rata monthly for next 48 months
25% on 8/1/04; pro-rata monthly for next 36 months
25% on 11/19/04; pro-rata monthly for next 36 months
1/8th on 1/30/0S; pro-rata monthly for next 42 months
25% on 12/22/04; pro-rata monthly for next 42 months
25% on 9/10/05; pro-rata monthly for next 36 months
25% on 1/10/06; pro-rata monthly for next 36 months
25% on 12/22/06; pro-rata monthly for next 42 months

"50% on 3/31/07; pro-rata monthly for next 12 months

Pro-rata annually for 4 years
25% on 9/12/07; pro-rata monthly for next 36 months
Pro-rata annually for 4 years

termination in the event of the optionee’s cessation of service with us.

The following table shows the number of shares acquired by the exercise of stock options by each of the Named
Executive Officers during 2006 along with the value realized on such exercises as calculated based on the difference
between the market price of our stock at exercise and the option exercise price. None of the Named Executive

Officers had any vesting of restricted stock unit awards during 2006.

Narme

OPTIONS EXERCISES AND STOCK VESTED — 2006

Scipio M. Carnecchia

Steven J. Martello
David A. Nelson-Gal
Benjamin E. Kiker

Former Officers

Option Awards
Number of Shares
Acquired on Value Realized on
Exercise (#) Exercise ($)
John E, Calonico, Jr. . ... ... i e — —
............................ 750,000 $2,734,146

Martin W. Brauns(1)
William Seawick




(1) Excludes any value associated with the forfeiture of options to purchase an aggregate of 1.0 million shares of
our common stock, with a weighted average exercise price of $14.39 per share, in exchange for the issuance of
80,000 shares of restricted stock under the terms of Mr. Brauns’ separation agreement. There was $738,400 of
expense associated with such issuance, which was offset by the value of options surrendered,

Potential Payments Upon Termination or Change in Control
Joseph L. Cowan

On March 16, 2007, we entered into an employment letter agreement with Joseph L. Cowan, our Chief
Executive Officer. Mr. Cowan’s letter agreement provides for an initial base annual salary of $450,000, on-target
incentive pay of $400,000 and eligibility under our benefits programs. Mr, Cowan also received one-time sign-on
bonus in the total amount of $50,000. Under the terms of the agreement, Mr, Cowan was granted an option to
purchase 300,000 shares of our common stock and restricted stock units with respect to 300,000 shares. The
employment letter agreement also provides that, in the event Mr. Cowan resigns with good reason (i.e., material
reduction in duties, responsibilities or authority, we breach our agreement with him or, in the case of change in
control, a material reduction in position or salary) or is terminated without cause (as defined in the agreement), he
will be entitled to a severance payment equal to 150% of the sum of his then-current annual base salary plus his
then-current on-target incentive pay, less applicable withholdings, the vesting of his initial stock option grant will be
accelerated by two years and he will be entitled to the provision of group medical coverage through the COBRA for
up to 18 months at our expense. Additionally, the employment letter agreement provides that, in the event
Mr. Cowan resigns with good reason or is terminated without cause, in either case within 12 months following a
change in control, then he will be entitled to receive the same benefits described above, except his initial stock
option grant and his initial restricted stock unit award will immediately vest as to 100% of the number of any
unvested shares subject to such options or restricted stock units, We also have agreed to increase Mr. Cowan’s
severance payments to offset any excise tax imposed by Section 4999 of the Internal Revenue Code, up to $2 million,
Mr. Cowan’s entitlement to these severance payments 1§ conditioned upon him providing us and our affiliates a
general liability release and waiver of claims.

The following table summarizes the value of the payouts to Mr. Cowan pursuant to his employment letter
agreement, assuming the agreement had been entered into on, his equity awards had been granted on and a
qualifying termination as of December 31, 2006 (intrinsic values are based upon the closing price for a share of our
common stock of $14.67 on December 29, 2006, the last trading day in 2006, and in the case of stock options minus
the exercise price):

Intrinsic
Intrinsic Value of
Value of Accelerated
COBRA Accelerated Restricted
Severance Pay Premiums(1) Stock Options(2) Stock Units Total

Resignation with Good Reason or
Termination without Cause . ... $1,275,000 $15,993 $— N/A  $1,290,993

Resignation with Good Reason or
Termination without Cause

within 12 months of a change
incontrol ................. $1,275,000 $15,993 $— $4,401,000 $5,691,993

(1) Represents the estimated value of COBRA premiums for medical, dental and vision benefits over the 18-month
term of the obligation, based on the number of his dependents that received medical, dental or vision benefits
under our benefit pians as of Séptember 30, 2007.

{2) The exercise price of Mr. Cowan’s stock option is $15.27 per share.

In the event that Mr. Cowan’s employment is terminated due to his death or disability, he will not be entitled to
the benefits described above.
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Scipio M. Carnecchia

On September 4, 2007, we entered into a letter agreement with Scipio M. Carnecchia, our President.
Mr. Carnecchia’s letter agreement provides that if he is terminated for reasons other than cause (as defined in
the agreement) or terminates his employment with us within twelve months after the occurrence of good reason
(i.e., material reduction in responsibilities, duties, authority, position or salary), then he will be entitled 1o a
severance payment equal to the sum of (a) nine months of his salary at the time of termination (or, if greater, his
salary as of the date of the agreement) and (b} 75% of his on-target bonus amount in effect for the year in which he is
terminated, plus any earned but unpaid bonus for any prior year to the extent previously accrued by us; the vesting of
each stock option granted and restricted stock unit awarded to him after October 1, 2005 will be accelerated by nine
months; and continued group medical coverage through COBRA to Mr. Camecchia and his dependents for up to
nine months at our expense. Additionally, the letter agreements provides that in the event of a change in control and
Mr. Carmmecchia is terminated without cause (as defined in the agreement), including if he resigns within 30 days
after the effective date of a reduction in his annual base salary or annual total on-target earnings as in effect
immediately prior to the change in control, in connection with or following the change in control, then he will be
entitled to receive the same benefits described above, except the stock options granted and restricted stock units
awarded after October 1, 2005 will immediately vest as to the greater of (a) 50% of the number of any unvested
shares subject to such options or restricted stock units at the consummation of the change in control or (b) the
number of shares that would have vested had the termination for cause not involved a change in control,
Mr. Camecchia’s entitlement to these severance payments is conditioned upon him providing us and our affiliates
a general liability release and waiver of claims, and, in the case of a change in control, him providing certain
transitional services to us.

The following table summarizes the value of the payouts to Mr. Camecchia pursuant to his letter agreement,
assuming the agreement had been entered into on and a qualifying termination as of December 31, 2006 (intrinsic
values are based upon the closing price for a share of our common stock of $14.67 on December 29, 2006, last
trading day in 2006, and in the case of stock options minus the exercise price):

Intrinsic
Intrinsic Value of
Value of Accelerated
COBRA Accelerated Restricted
Severance Pay Premiums(l) Stock Options Stock Units Total

Resignation with Good Reason or '
Termination without Cause. . ... .. $401,250 $12,114 $271,500 $183,375 § 868,239
Resignation with Good Reason or .
Termination without Cause in

connection with a change in
control. . ... .. .. N $802,500 312,114 $271,500 $366,750  $1,452,864

(1) Represents the estimated value of COBRA premiums for medical, dental and vision benefits over the 9-month
term of the obligation, based on the number of his dependents that received medical, dental or vision benefits
under our benefit plans as of December 31, 2006,

John E. Calonico, Jr.

On September 4, 2007, we entered into a letter agreement with John E. Calonico, Jr., our Senior Vice President and
Chief Financial Officer. Mr. Calonico’s letter agreement provides that if he is terminated for reasons other than cause (i.€.,
material reduction in responsibilities, duties, authority, position or salary} or terminates his employment with us within
twelve months after the occurrence of good reason (as defined in the agreement), then he will be entitled 10 a severance
payment equal to the sum of (a) nine months of his salary at the time of termination (or, if greater, his salary as of the date
of the agreement) and (b) 75% of his on-target bonus amount in effect for the year in which he is terminated, plus any
earned but unpatd bonus for any prior year to the extent previously accrued by us; the vesting of each stock option granted
and restricted stock unit awarded to him after October 1, 2005 will be accelerated by nine months; and continued group
medical coverage through COBRA to Mr. Calonico and his dependents for up to nine months at our expense.
Additicnally, the letter agreement provides that in the event of a change in control and Mr. Calonico is terminated without
cause {(as defined in the agreement), including if he resigns within 30 days after the effective date of a reduction in his
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annual base salary or annual total on-target camings as in effect immediately prior to the change in control, in connection
with or following the change in control, then he will be entitled 1o receive the same benefits described above, except the
stock options granted and restricted stock units awarded after October 1, 2005 will immediately vest as to the greater of
(a) 50% of the number of any unvested shares subject to such options or restricted stock units at the consummation of the
change in control or (b} the number of shares that would have vested had the termination for cause not involved a change
in control. Mr. Calonico’s entitlement to these severance payments is conditioned upon him providing us and our
affiliates a general liability release and waiver of claims, and, in the case of a change in control, him providing with
certain transitional services to us.

The following table summarizes the value of the payouts to Mr. Calonico pursuant to his letter agreement,
assuming the agreement had been entered into on and a qualifying termination as of December 31, 2006 (intrinsic
values are based upon the closing price for a share of our common stock of $14.67 on December 29, 2006, last
trading day in 2006, and in the case of stock options minus the exercise price):

Intrinsic Intrinsic
Value of Value of
Accelerated Accelerated
COBRA ' Stock Restricted ‘
Severance Pay Premiums(1) Options(2) Stock Units Total

Resignation with Good Reason or

Termination without Cause ......... $285,000 $12,114 $— $146,700  $443,814
Resignation with Good Reason or

Termination without Cause in

connection with a change of control. ..  $570,000 $12,114 $— $293,400 $875514

(1) Represents the estimated value of COBRA premiums for medical, dental and vision benefits over the 9-month
term of the obligation, based on the number of his dependents that received medical, dental or vision benefits
under our benefit plans as of December 31, 2006.

(2) No stock options have been granted to Mr. Calenico since prior to QOctober 3, 2005, the date on which the Board
of Directors approved the acceleration of vesting of all unvested stock options, with an exercise price in excess
of $8.23 per share, previously awarded to employees and officers under our equity compensation plans,
including all of Mr. Calonico’s outstanding stock options on that date.

Other Change in Control Arrangements

Certain option agreements of Messrs. Carnecchia (relating to an aggregate of 125,000 shares), Kiker (relating
to an aggregate of 90,000 shares) and Martello (relating to 25,000 shares) include vesting acceleration of fifty
percent of the unvested shares in the event of a change in control and his employment is terminated without cause, or
is constructively terminated, within one year following the consummation of the change in control. In addition, all
awards of restricted stock units in 2006 provided for acceleration of vesting and settlement of the awards as to fifty
percent of the unvested shares under the same conditions.

The following table summarizes the value of the payouts to these executive officers pursuant to these awards,
assuming a qualifying termination as of December 31, 2006 (values are based upon the closing price for a share of
our common stock of $14.67 on December 29, 2006, last trading day in 2006, and in the case of stock options minus
the exercise price): ’

Intrinsic Value of

Intrinsic Value of Accelerated of
Name Accelerated Stock Options Restricted Stock Units Total
Scipio M. Camnecchia. .............. $279,905 $366,750 $646,655
John E. Calonico, Jr. ............... — $293,400 $293,400
StevenMartello................... $ 9674 $256,725 $266,399
David A. Nelson-Gal . . ............. — $ 73,350 $ 73,350
Benjamin E. Kiker, Jr. ... ........... $174,150 $146,700 $320,850
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In the event of a change in control in which equity awards are not assumed or converted by the acquiror or the
acquiror does not issue in place of outstanding equity awards, substantially similar equity awards or other property,
the Compensation Committee could, in its discretion, accelerate the vesting of outstanding equity awards prior to
consummation of such a change in control held by participants under our equity compensation plans, including the
Named Executive Officers. No policies have been adopted or other arrangements made by the Compensatlon
Committee with respect to the exercise of its discretion in such an event.

Severance Arrangements
Martin W. Brauns (Former Chief Executive Officer and Chairman)

Mr. Brauns' retired on March 31, 2006. In connection with his retirement, on January 26, 2006, we entered into
a separation agreement and release with him. Under the agreement, in exchange for a general release and waiver of
claims, he received severance equal to the sum of his base salary plus the sum of his targeted annual cash bonuses for -
2006 and 2007. Pursuant to the agreement, we also permitted him to keep the personal computer equipment
provided to him by us, provided him with telephone and e-mail support for a three-month period following
March 31, 2006, and have been providing (or will provide) Mr. Brauns and his spouse continued group medical
coverage through the COBRA over the 21-month period following March 31, 2006 at our expense. Mr. Brauns
surrendered options to purchase an aggregate of 1.0 million shares of our common stock, with a weighted average
exercise price of $14.39 per share, in exchange for the issuance of 80,000 shares of restricted stock under the terms
of the terms of the separation agreement. In addition, Mr. Brauns agreed to surrender an option to purchase
250,000 shares, with an exercise price of $49.38 per share, and an option to purchase 25,000 shares, with an exercise
price of $111.52 per share. The amounts of these benefits are disclosed in the “Stock Awards” and “All Other
Compensation” columns of the Summary Compensation Table and related footnotes.

William Seawick (former Senior Vice President and Chief Marketing Officer)

Mr. Seawick’s last day of employment was July 6, 2006. Pursuant to his offer letter, in exchange for executing a
general release of claims against us, he received severance equal to six months of his base salary. In connection with
the termination of Mr. Seawick’s employment, we did not request that Mr. Seawick repay a portion of his sign-on
bonus under the terms of his offer letter. These amounts are disclosed in the “All Other Compensation” column of
the Summary Compensation Table,

Benjamin E. Kiker, Jr. (Senior Vice President and Chief Marketing Officer)

Pursuant to Mr. Kiker’s offer letter, in exchange for executing a general release of claims against us, he would
have been entitled to receive severance equal to six months of his base salary had he been terminated without cause
{as defined in his offer letter) on or before March 12, 2007. Assuming a qualifying termination as of December 31,
2006, we would have been obligated to pay him $125,000.
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Director Compensation

The following table provides information for our year ended December 31, 2006 regarding all plan and non-

plan compensation awarded to, earned by or paid to each person who served as a non-employee director for some
portion or all of 2006. A discussion of this compensation and the related policies for non-employee directors follows
thereafter. Other than as set forth in the table and the narrative that follows it, we did not pay any fees to or reimburse
any expenses of our directors, make any equity or non-equity awards to directors, or pay any other compensation to
directors during 2006.

(M

(2)

&)

DIRECTOR COMPENSATION — 2006

Fees Earned or Option All Other
Name Paid in Cash ($)  Awards ($}(1}  Compensation ($}(2) Total ($)
Charles M. Boesenberg. . ......... $12,500 $41,245 $ 4,499 $58,244
Ronald EF. Codd............... $26,250 $41,245 $15,401 $82,897
BobL . Corey.................. $31,250 $41,245 $10,662 $83,158
Frank J. Fanzilli, Jr. . ............ $40,625 541,245 $14,865 $96,361
Thomas L. Thomas. ............. $30,625 $41,245 $10,744 $82.614
Anthony Zingale(3) ............. $12,500 — - $12,500

The amounts reflect the dollar amount recognized for financial statement reporting purposes for the year ended
December 31, 2006, in accordance with SFAS No. 123R of stock option awards issued pursuant to the 1999 Equity
Incentive Plan and predecessor stock option plans and thus include amounts from outstanding stock option awards
granted during and prior to 2006. Assumptions used, except for forfeiture assumptions, in the calculation of these
amounts are included in the notes to our audited consolidated financial statements for the year ended December 31,
2006 included in this Annual Report on Form 10-K. No stock options were forfeited by any of our non-employee
directors during 2006 other than Anthony Zingale, who forfeited options to purchase 30,000 shares upon his
cessation of service on the board of directors. There is no dollar amount recognized in the table relating to those
forfeited options because there was no accounting expense reiating to those options int 2006. The grant date fair value
of the options granted on July 12, 2006 to each non-employee director re-elected on that date, and to Mr. Boesenberg,
who was appointed to the Board of Directors on that date, was $33,763; the grant date fair value of the options
granted to each of the non-employee directors on October 31, 2006, was $89,666. For information regarding the
number of stock options held by each non-employee director as of December 31, 2006, see the column “Stock
Options Cutstanding” in the table below. These amounts reflect our accounting expense for these awards, and do not
correspond to the actual value that may be recognized by the non-employee directors.

Represents the amount of contributions by us on behalf of the non-employee director for medical, dental and
vision benefits provided to the non-employee director that would have been required to be paid by the non-
employee director had he been our employee.

Mr. Zingale served on the Board of Directors through July 12, 2006, the date of our 2006 Annual Meetmg of
Stockholders.

Each of the below non-employee directors (and former non-employee director) owned the following number

of shares subject to outstanding stock options as of December 31, 2006,

Stock Options

Name _Ouistanding
Charles M. Boesenberg. . .. ... oot e e e e 30,000
Reonald EF. Codd. . ... o e e e 90,500
Bob L. orey . o .o e e e e e e 68,966
Frank J. Fanzilli, Jr. .. ... o e e e 80,000
Thomas L. Thomas . . ... ... . e e e e e et 60,000

Anthony Zingale .. ... ... .. e et e e e e e e —




During 2006, cash fees earned by non-employee directors and reflected under the column “Fees earned or paid
in cash” in the Director Compensation table were as follows:

* Annual retainer fee of $20,000 for each non-employee director other than Mr. Boesenberg and Zingale,
whose retainers were $10,000 for serving roughly half of 2006;

* Additional annual retainer fee of $10,000 for Mr. Fanzilli for serving as Lead Independent Director and
Chairman during a portion of 2006;

» Additional annual retainer fee of $5,000 for Mr. Corey for serving as chair of the Audit Committee for 2006;

» Additional retainer fee of $1,500 for Mr. Fanzilli for serving as chair of the Compensation Committee during
the first three quarters of 2006;

+ Additional retainer fee of $625 for Mr. Thomas for serving as chair of the Compensation Committee during
the fourth quarter of 2006; and

* The balance for each non-employee director consists of additional annual retainer fees of $3,000 for each
standing committee of the Board of Directors on which a non-employee director serves, which fees are
prorated in accordance with the policy below.

All annual retainer fees for serving as a member of a committee of the Board of Directors other than as chair of
the committee are paid in equal quarterly installments on the first day of each quarter for each capacity in which the
non-employee is then serving in that capacity. Typically, non-employee directors who begin serving in that capacity
afier the first day of a quarter are paid the full quarterly installment for the quarter in which their service in that new
capacity commenced. Quarterly installments are considered earned when paid. Accordingly, we did not require
non-employee directors to repay such payments if they ceased serving in the capacity for which they were paid.

On October 12, 2006, the Board of Directors approved modifications to the compensation arrangements for
non-employee directors. On April 19, 2007, the Board of Directors supplemented these arrangements by estab-
lishing annual retainer fees for service on the newly formed Strategy Committee. In 2007, the annual retainer fee for
service on the Board of Directors is $30,000, and the additional annual retainer fee for service:

+ on the Audit Committee is $25,000 for the Chairman of that commitiee and $12,500 for each of its other
members; .

+ on the Compensation Commiittee is $15,000 for the Chairman of that committee and $7,500 for each of its
other members;

+ on the Nomination and Governance Committee is $10,000 for the Chairman of that committee and $5,000
for each of its other members;

* on the Strategy Committee is $10,000 for the Chairman of that committee and $5,000 for each of its other
members; and

¢ as the Chairman of the Board of Directors is $20,000.

These amounts are due in equal quarterly installments at the beginning of each quarter for each capacity in
which the non-employee director is then serving on the Board of Directors or its committees, Non-employee
directors who begin serving in a capacity for which they would receive director compensation after the first day of a
quarter are paid the full quarterly installment for service in that new capacity as if they were serving on the first day
of the quarter in which such service commenced. Quarterly installments are considered earned when paid.
Accordingly, we do not require non-employee directors to repay such paymcm% in the event they cease serving
in the capacity for which they were paid.

Under the 1959 Equity Incentive Plan, each non-employee director is automatically granted an option to
purchase 10,000 shares of common stock under this plan when first becoming a member of the Board of Directors.
Subsequently, each non-employee director is automatically granted an additional option to purchase 10,000 shares
of common stock on the date of each annual meeting of stockholders if the director is re-elected and has served
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continuously as a member of the Board of Directors for at least one year. In addition, non-employee directors are
eligible to receive discretionary awards under the 1999 Equity Incentive Plan.

On July 12, 2006, the date of the 2006 Annual Meeting of Stockholders, each of the nen-employee directors re-
elected to the Board of Direciors (Messrs. Codd, Corey, Fanzilli and Thomas) were granted an option to purchase
10,000 shares under the 1999 Equity Incentive Plan. The per share exercise price of the stock options is equal to the
closing price of a share of our common stock on the grant date, which was $8.67. Additionally, upon his
appointment to the Board of directors on July 12, 2006, Mr. Boesenberg was automatically granted an option to
purchase 10,000 shares under the 1999 Equity Incentive Plan, with the per share exercise price of the stock option
equal to the closing price of a share of our common stock on the grant date, which was $8.67.

On October 12, 2006, the Board of Directors authorized the grant, effective October 31, 2006, of an option to
purchase 20,000 shares under the 1999 Equity Incentive Plan to Messrs. Boesenberg, Codd, Corey, Fanzilli and
Thomas. The per share exercise-price of the stock options is equal to the closing price per share of our common stock
on the grant date, which was $12.72.

Each option granted to a director under the 1999 Equity Incentive Plan has a ten-year term measured from the
grant date and terminates three months following the date the director ceases to be one of our directors or
consultants, 12 months afterwards if termination is due to death or disability. All automatically granted options are
fully vested and immediately exercisable as of the grant date. Autondatically granted options are fully vested and
immediately exercisable as of the grant date. Each of the discretionary stock options grants to members of the Board
of Directors on October 31, 2006 vest ratably on a monthly basis over 24 menths following the grant date, so long as
the director continues to serve as a member of the Board of Directors. The shares subject to each such stock option
will vest in full immediately upon a change in control.

On April 19, 2007, Roger . Sippl was appointed as a member of the Board of Directors. In connection with his
appointment, Mr. Sippl was automatically granted on April 19, 2007 an option to purchase 10,000 shares under the
1999 Equity Incentive Plan, with the per share exercise price of the stock option equal to the closing price of a share
of our common stock on the grant date, which was $16.30, and the Board of Directors authorized the grant, effective
April 30, 2007, an option to purchase 20,000 shares of our common stock, with an exercise price equal to the closing
selling price per share on April 30, 2007, which was $15.27, and on the same terms as the discretionary stock option
grants to members of the Board of Directors on October 31, 2006.

Non-employee directors are also eligible for and may elect to receive medical, dental and vision benefits. These
benefits are available to our employees, officers and directors generally and in operation provide for the same method
of allocation of benefits between management and non-management participants, except that, unlike employees, non-
employee directors are not required to make any payments or other contributions to receive these benefits. During
2006, if Messrs. Boesenberg, Codd, Corey, Fanzilli and Thomas had been our employees, they would have been
required to contribute $648, $2,202, $1,505, $2,202 and $1,554, respectively, to receive the amounts set forth opposite
their names under the column entitled “All Other Compensation” in the Director Compensation — 2006 table.

Non-employee directors receive no other form of remuneration, perquisites or benefits, but are reimbursed for
their expenses in attending meetings, including travel, mea! and other expenses incurred to attend meetings solely
among the non-employee directors.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICAL OWNERS AND MANAGEMENT AND
RELATED STOCKHOLDER MATTERS

The following table sets forth information, as of October 31, 2007, with respect to the beneficial ownership of
our common stock by:

» each of our Named Executive Officers;
« each of our directors;
» each person known by us to be the beneficial owner of more than 5% of our common stock; and

« all of our executive officers and directors as a group.
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Except as otherwise indicated, the address of each beneficial owner is c/fo Interwoven, Inc., 160 East Tasman
Drive, San Jose, California 95134,

The percentage of shares beneficially owned is based on 45,284,342 shares of common stock outstanding as of
October 31, 2007. Unless indicated below, the persons and entities named in the table have sole voting and sole
investment power with respect to all shares beneficially owned, subject to community property laws where applicable.
Shares of commen stock subject to options or restricted stock units that are currently exercisable or exercisable or
settleable within 60 days of October 31, 2007 are deemed to be outstanding for the purposes of calculating the amount
of beneficial ownership of that person, and for the purpose of computing the percentage ownership of that person, but
are not treated as outstanding for the purpose of computing the percentage ownership of any other person.

Shares Issuable

Under Options or
Restricted Stock

Amount of Units Exercisable

Beneficial or Settleable _ Aggregate
Name and Address of Beneficial Owner Ownership(1) Within 60 Days Percentage
Goldman Sachs Asset Management, LP(2). ................ 5,129,169 — 11.3%
Dimensional Fund Advisors LP(3) .............. .. ... ... 3,641,504 — B.O
Martin W. Brauns(4). . . .. ... ... . e e 49,125 — *
John E, Calonico, Ir. .. ... ... ... i, 365,584 321,533 *
Scipio M. Carnecchia . . ... ... .. ... ... . . e 422,932 371,668 *
Benjamin E. Kiker, Jr. ... ... ... ... . ... ... .. ... 44,963 26,250
StevenJ. Martello ....... ... ... .. .. . . ... 326,872 295,000 *
David A. Nelson-Gal . . ... ... . . . .. 180,041 168,334 *
William Seawick(5) . ...... ... . e — —
Charles M. Boesenberg. .. ........ ... ... .cociviivann, 20,000 20,000 *
Ronald E.F Codd ..... ... ... ... .. ... . ..., 58,966 58,966 *
Bob L. Corey . . ... e e e 83,027 80,500 *
Frank J. Fanzilli, Jr. . ... .. ... .. . o 70,000 70,000 *
RogerJ. Sippl .. ... o e 15,000 15,000 *

"Thomas L. Thomas . ... ..ot e i 73,634 50,000 .

All 13 directors and executive officers asa group .. .......... 2,226,389 1,649,637 4.7%

* Less than 1%

(1) Includes shares over which the person currently holds or shares voting or investment power. Also includes
shares listed under “Shares Issuable Under Options Exercisable Within 60 Days.”

(2) Based on information set forth in a Schedule 13G filed with the Securities and Exchange Commission on
June 11, 2007 by Goldman Sachs Asset Management, L.P., reporting sole power to vote or direct the vote over
4,514,573 shares and sole power to dispose or direct the disposition of 5,129,169 shares. The address of
Goldman Sachs Asset Management, L.P. is 32 Old Slip, New York, NY 10005.

(3) Based on information set forth in a Schedule 13G filed with the Securities and Exchange Commission on
February 9, 2007 by Dimensicnal Fund Advisors LP, reporting sole power to vote or dispose or direct the vote
over or disposition of 3,641,504 shares. The address of Dimensional Fund Advisors LP is 1299 Ocean Avenue,
11th Floor, Santa Monica, CA 90401.

(4) Based solely on information obtained from our transfer agent. As such, this number does not include any shares
Mr. Brauns beneficially owns that are held for his account in street name by brokers and other nominees.
Mr. Brauns ceased serving as a director and our Chief Executive Officer in March 2006.

(5) Based solely on information obtained from our transfer agent. Although he is not a record holder of any shares of our
common stock, he may beneficially own shares that are held for his account in street name by brokers and other
nominees. Mr. Seawick ceased serving as our Senior Vice President and Chief Marketing Officer in July 2006.
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Equity Compensation Plan Information

We maintain the 1996 Stock Option Plan, 1998 Stock Option Plan, 1999 Equity Incentive Plan and 1999
Employee Stock Purchase Plan, each of which was approved by our stockholders, and the 2000 Stock Incentive Plan
and 2003 Acquisition Plan, which were not subject to stockholder approval. The following table presents
information as of December 31, 2006 with respect to compensation plans under which shares of our common
stock may be issued: -

Number of
Securities
Remaining Available

for Future [ssuance
under Equity

Number of Securities to be Compensation Plans
Issued upon Exercise Weighted-average Exercise (Excluding
of Quistanding Price of Securities
Options, Warrants QOutstanding Options, Reflected
Plan Category and Rights Warrants and Rights in Column(a))

(@) (b) ©
Equity compensation plans
approved by security
holders(1) ............ 4,633,625 $16.21 2,690,005(2)
Equity compensation plans '
not approved by security
holders .............. 1,606,395 $18.68 1,581,150

Total ................ 6,240,020 . $16.84 4,271,155

(1) Excludes shares that were subject to purchase rights accruing under the 1999 Employee Stock Purchase Plan
and 691,000 shares that were subject to restricted stock units under the 1999 Equity Incentive Plan. Our 1999
Equity Incentive Plan provides for the award of stock options, restricted stock, restricted stock units and stock
bonuses.

(2) Includes 672,081 shares that remain available for purchase under the 1999 Employee Stock Purchase Plan. The
1999 Employee Stock Purchase Plan incorporates an evergreen formula pursuant to which on January 1 of each
year, the aggregate number of shares reserved for issuance under this plan will increase by a number of shares
equal to 1% of the outstanding shares on December 31 of the preceding year.

Summary Description of Non-Stockholder Approved Plans

2000 Stock Incentive Plan.  In May 2000, the Board of Directors adopted the 2000 Stock Incentive Plan. The
Board of Directors reserved 1.0 million shares (as adjusted for stock splits, combinations and other similar events)
of common stock for issuance thereunder. In September 2000, the Board of Directors reserved an additional
2.0 million shares {as adjusted for stock splits, combinations and other similar events) of cormmon stock for issuance
thereunder. Options, restricted stock and restricted stock units may be granted or issued under this plan to
employees, officers, directors, consultants, independent contractors and advisors; however, aggregate awards to
officers may not exceed 40% of the aggregate number of shares that have been reserved for grant, and the aggregate
number of restricted stock awards to officers may not exceed 40% of the aggregate number of shares issued as
restiicted stock awards made under this plan. Only nonstatutory stock options are available for grant under the 2000
Stock Incentive Plan. Options may be granted for periods of up to ten years at a price per share no less than par value
of the shares on the date of grant. Restricted stock awards may be granted at a price per share no less than par value
of the shares on the day of grant. Restricted stock awards may be granted for no consideration on the date of grant.
Options generally vest as to 25% of the shares on the first anniversary of the date of grant and the remainder vest
ratably over a 36-month period thereafter. Restricted stock awarded to participants under this plan is generally
subject to our lapsing right to repurchase those shares upon termination of the participant’s employment, which
right generally Iapses over a four-year period. Restricted stock units awarded to participants under this plan are
generally subject to expiration/forfeiture upon termination of the participant’s employment, which expiration/
forfeiture condition generally lapses over a four-year period. In general, in the event a participant’s employment or
service with us terminates prior to the expiration date of the option or our repurchase right completely lapses, the
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participant’s option may thereafter be exercised (to the extent vested on the date of termination) for up 1o 12 months
(in the case of death or disability) or 90 days, the participant’s shares may thereafter be repurchased (to the extent
our repurchase right has not lapsed on the date of termination) for up 1o 90 days, or the participant’s restricted stock
units will immediately expire, as the case may be. If we are acquired and the acquiring company does not assume,
replace or substitute the outstanding awards under this plan, these awards will terminate to the extent unexercised,
unvested or not settled at the time the acquisition closed.

2003 Acquisition Plan. In connection with our merger with iManage, Inc. in November 2003, the Board of
Directors adopted the 2003 Acquisition Plan and reserved 503,000 shares of common stock for issuance thereunder,
as permitted by The NASDAQ Stock Market. Only nonqualified stock options will be granted under this plan.
Nongqualified stock options may be granted only to any employee, officer, director, consultant, independent
contractor or advisor who provided services to iManage, Inc. prior to the merger. Options under the 2003
Acquisition Plan may be granted for periods of up to ten years and at prices no less than the fair market value of the
shares on the date of grant. Options geaerally vest as to 25% of the shares on the first anniversary of the date of grant
and the remainder vest ratably over a 36-month period thereafter. In general, in the event a participant’s employment
or services with us terminates prior to the expiration date of the option, the participant’s option may thereafter be
exercised (1o the extent vested on the date of termination) for up to 6 moaths (in the case of death or disability) or
90 days. If we are acquired and the acquiring company does not assume, replace or substitute the outsianding
awards under this plan, these awards will terminate to the extent unexercised or unvested at the time the acquisition
closed.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

Review, Approval or Ratification of Transactions with Related Persons

Qur written Code of Conduct and Business Ethics, Related Party Policy and Audit Committee Charter, in
combination, require that certain transactions between us and our executive officers and directors and greater than
5% beneficial owners of our common stock, and each of their immediate family members, must be reviewed and
approved by our Audit Committee (or another independent body of our Board of Directors). Transactions subject to
the review and approval of the Audit Committee include transactions between us and the related person in which the
aggregate amount involved exceeds or may be expected 1o exceed $120,000 and in which such person has or will
have a direct or indirect material interest. These transactions may be identified through our Code of Conduct and
Business Ethics, Related Party Policy or other procedures and reported to our legal, human resources or finance
departments or directly to the Audit Committee. Our legal, human resources and finance departments facilitate
communication under these codes, policies and procedures and are responsible for referring to the Audit Committee
for review and approval transactions identified thereunder that potentially meet the criteria described above. In
approving or rejecting any such transaction, the Audit Committee, considers the relevant facts and circumstances
available o it, including but not limited to the risks, costs, benefits to the company, the terms of the transaction, the
availability of other sources for comparable services or products and, if applicable, the impact on a director’s
independence. Our Audit Committee approves only those transactions that it determines in good faith, are in, or are
not inconsistent with, our best interests.

Certain Transactions with Related Persons

From Janvary L, 2006 to the present, there have been no transactions, and there are currently no proposed
transactiens, in which we or any of our subsidiaries was (or is to be) a party and the amount involved exceeds
$120,000 to which and in which any related person had (or will have) a direct or indirect material interest, except for
payments set forth under ltem 1] above and the transactions described below.
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Indemnification Agreements

We have entered into indemnity agreements with all officers and directors which provide, among other things,
that we will indemnify such officer or director, under the circumstances and to the extent provided for therein, for
expenses, damages, judgments, fines and settiements he or she may be required to pay in actions or proceedings in
which he or she is or may be made a party by reason of his or her position as a director, officer or other agent, and
otherwise to the fullest extent permitted under Delaware law and our Bylaws.

Director Independence

The Board of Directors has determined that each member of the Board of Directors other than Mr. Cowan is
independent under the criteria established by The NASDAQ Stock Market for independent board members. All
members of our standing committees are independent directors.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The following table presents fees for professional audit services rendered by Ernst & Young LLP, our current
independent registered public accountants for the year ended December 31, 2006, for the audit of our consolidated
financial statements for 2006 and by KPMG LLP, cur previous independent registered public accountants for the
year ended December 31, 2005, for the audit of our consolidated financial statements for 2005, and fees billed for
other services rendered by Emst & Young LLP and KPMG LLP.

Year Ended
December 31,
2006 2005
. - E&Y(D) KPMG
Audit feesl2)(3) . . .o e e $2,190,200  $1,409,808
Audit-related fees. . .. ... .. e i 44,077 39,435

0 3 G =) =1 PO — —
All Other EeS. . . v\ o e e e e . R —

$2,234,277  $1,449,243

(1) Excludes fees billed for services rendered of $22,000 by KPMG LLP in 2006.

(2) Fees associated with the audit of our consolidated financial statement, the review of our Quarterly Reports on
Form 10-Q and the audit of internal controls over financial reporting totaled $1,165,200 for 2006.

(3) Audit fees for 2005 excludes costs of $1,250,000 associated with the review of historical stock options

granting procedures and the related restatement.

Fees for audit services include fees associated with the audit of our consolidated financial statement, the
review of our Quarterly Reports on Form 10-Q, the audit of internal controls over financial reporting and services
associated with the review of our historical stock option granting practices. Audit related fees principally include
auditing and accounting related consultation services.

Audit Committee Pre-Approval Policy

The Audit Committee has adopted a policy that requires advance approval of all audit, audit-related, tax
services and other services performed by the independent registered public accounting firm.
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PART IV

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

(a) The following documents are filed as part of this Annual Report:

1. Consolidated Financial Statements:

Reports of Independent Registered Public Accounting Firms

Consolidated Financial Statements:

Consolidated Balance Sheets at December 31, 20b6 and 2005
Consolidated Statements of Operations for the years ended December 31, 2006, 2005 and 2004
Consolidated Statements of Stockholders’ Equity and Comprehensive Income (Loss) for the

years ended December 31, 2006, 2005 and 2004

Consolidated Statements of Cash Flows for the years ended December 31, 2006, 2005 and 2004

Notes to Consolidated Financial Statements

2. Consolidated Financial Statement Schedule:

Schedule I1 — Valuation and Qualifying Accounts

Balance Charged Balance
at Beginning (Credited) to at End
Description of Period Write-Offs Expenses Adjustments  of Period
{In thousands)
Allowance for doubtful accounts:
Year ended December 31, 2006 ........ $ 779 $(330) $ — $— $449
Year ended December 31,2005 ........ $ 961 $(218) $ 36 $— $779
Year ended December 31,2004 ........ $1,689 $(510) $(218) — $961
Allowance for sales returns:
Year ended December 31, 2006 ........ 5 321 $(342) %363 — $342
Year ended December 3§, 2005 ... ... .. $ 670 $(278) $ @ $— $321
Year ended December 31, 2004 ... ... .. $ 745 3 (48) $ @D $— $670
3. Exhibits:
Incorporated by Reference i"iled
Number Exhibit Title Form Date Number Herewith
2.01 Agreement and Plan of Merger, dated October 17, 2007, by and
among Repistrant, Broadway Merger LL.C, Optimost LLC and
Mark Wachen, as representative 8-K 10/22/07 2.1
3.01 Registrant’s Fourth Amended and Restated Certificate of
Incorporation 5-8 11719/03  4.08
3.02 Registrant’s Amended and Restated Bylaws 83-K 4/25/07 3.01
4.01 Form of Certificate for Registrant’s common stock 5-1 09/23/99 401
10.01*  Form of Indemnity Agreement between Registrant and each of
its directors and executive officers X
10.02* 1996 Stock Option Pian and related agreements 5-1 07/27/99  10.02
10.03* 1998 Stock Option Plan and related agreements S-1 07/27/9%  10.03
10.04* 1999 Equity Incentive Plan 10-Q  8/8/06 10.01
10.05*# Forms of Option Agreements and Stock Option Exercise
Agreements related to the 1999 Equity Incentive Plan 10-Q  8/8/06 10.02
10.06* 1999 Employee Stock Purchase Plan X
10.07*  Forms of Enrollment Form, Subscription Agreement, Notice of
Withdrawal and Notice of Suspension related to the 1999 .
Employee Stock Purchase Plan ' S5-1 09/03/99  10.05
10.08* 10-Q  8/8/06 10.03

2000 Stock Incentive Plan
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Number
10.09*

10.10*

10.11#*

10.12*
10.13*

10.14*
10.15*
10.16*
10.17*
10.18*
10.19*
10.20*
10.21*¢
10.22*¢
10.23
10.24

10.25

10.26
10.27

21.01
23.01
23.02
31.01

31.02

32,01
32.02

Exhibit Title

Forms of Stock Option Agreement and Stock Option Exercise
Agreements related to the 2000 Stock Incentive Plan

Forms of Incentive Stock Option Agreement and Nonstatutory
Stock Option Agreement under iManage, Inc. 1997 Stock
Option Plan

iManage, Inc. 2000 Non-Officer Stock Option Plan and related
forms. of stock option and option exercise agreements

2003 Acquisition Plan

Forms of Stock Option Agreement and Stock Option Exercise
Agreements related to the 2003 Acquisition Plan

Form of Notice of Stock Option Acceleration and Share
Restrictions

Regional Prototype Profit Sharing Plan and Trust/Account
Standard Plan Adoption Agreement AA #001

Employment Agreement between Registrant and Scipio M.
Carnecchia

Employment Agreement between Registrant and John E.
Calonico, Ir.

Separation Agreement and Release between Registrant and
Martin W. Brauns

Offer Letter, dated March 16, 2007, between Registrant and
Joseph L. Cowan

2007 Executive Officer Incentive Bonus Plan

2007 Compensation Plan for Scipio M. Camecchia

2007 Compensation Plan for Steven J. Martello

Lease, dated December 20, 2006, by and between Regisirant
and Silicon Valley CA-I, LLC.

First Amendment to Lease, dated January 12, 2007, by and
between Registrant and Silicon Valley CA-l, LLC

Office Lease for 303 East Wacker, Chicago, 1llinois between
303 Wacker Realty LLC and iManage, Inc. dated March, 17,
2003

First Amendment to Lease dated November 12, 2003 between
iManage, Inc. and 303 Wacker Realty LLC

Sublease between Hyperion Solutions Corporation and
iManage, Inc. dated January 17, 2002

Subsidiaries of the Registrant

Consent of Independent Registered Public Accounting Firm
Consent of Independent Registered Public Accounting Firm
Rule 13a-14(a)/15d-15(a) cenification of the Chief Executive
Officer .

Rule 13a-14(a)/15d-15(a) certification of the Chief Financial
Officer

Section 1350 certification of Chief Executive Officer
Section 1350 certification of the Chief Financial Officer

Incorporated by Reference

Form

10-Q

10-K
10-K

S-1

10-K

3-K

8-K

(1

10-K

(2)

Date

8/8/06

11/19/03

11/19/03
11/19/03

3/13/06
3/13/06

07/27/99

03/13/06

04/02/07

12/22/06

(1
03/15/05

(2)

Filed

Number Herewith

10.04

4.02

4.03
4.07

10.13
10.14

10.06

10.19

10.1

10.1

(1
10.27

2)

bl

Moo M M

(1) Incorporated by reference to Exhibit 10.18 of the iManage, Inc. Annual Report Form 10-K filed with the
Commission on March 26, 2003.

(2) Incorporated by reference to Exhibit 10,13 of the iManage, Inc. Annual Report Form 10-K filed with the
Commission on March 29, 2002.

* Management contract, compensatory plan or arrangement.

1 Confidential treatment has been requested with regard Lo certain portions of this document. Such portions were
filed separately with the Commission,
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REPORT OF ERNST & YOUNG LLP, INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Interwoven, Inc.

We have audited the accompanying consolidated balance sheet of Interwoven, Inc. as of December 31, 2006,
and the related consolidated statements of operations, stockholders’ equity and comprehensive income (loss), and
cash flows for the year ended December 31, 2006. Our audit also included the financial statement schedule for the
year ended December 31, 2006 listed in the Index at Item 15(a)2. These financial statements and schedule are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements and schedule based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Interwoven, Inc. as of December 31, 2006, and the consolidated results of its
operations and its cash flows for the year ended December 31, 2006, in conformity with U.S. generally accepted
accounting principles. Also, in our opinion, the related financial statement schedule for the year ended Decem-
ber 31, 2006, when considered in relation to the basic financial statements taken as a whole, presents fairly in all
material respects the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of Interwoven. Inc.’s internal control over financial reporting as of December 31,
2006, based on criteria established in Inrernal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission, and our report dated December 14, 2007 expressed an
unqualified opinion thereon.

As discussed in Note 1 to the consolidated financial statements, in on Januvary 1, 2006, with the Company
adopted Statement of Financial Accounting Standards No. 123 (revised 2004), “Share-Based Payment.”

fs/ ERNST & YOUNG LLP

San Francisco, California
December 14, 2007
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REPORT OF KPMG LLP, INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Interwoven, Inc,

We have audited the accompanying consolidated balance sheet of Interwoven, Inc. and subsidiaries (the
Company) as of December 31, 2005 and the related consolidated statements of operations, stockholders’ equity and
comprehensive income (loss), and cash flows for the years ended December 31, 2005 and 2004. In connection with
our audits of the consolidated statements, we also have audited the related financial statement schedule for the years
ended December 31, 2005 and 2004. These consolidated financial statements and financial statement schedule are
the responsibility of the Company’s management. Our responsibility is to express an opinion on these consolidated
financial statements and the financial schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounis and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Interwoven, Inc., and subsidiaries as of December 31, 2005, and the resuits of their
operations and their cash flows for the years ended December 31, 2005 and 2004, in conformity with U.S. generally
accepted accounting principles. Also, in cur opinion, the related financial statement schedule, when considered in
relation to the consolidated financial statements take as a whole, presents fairly, in all material respects, the
information set forth therein.

As discussed in Note 3, the consolidated financial statements as of December 31, 2005 and for the years ended
December 31, 2004 and 2005 have been restated.

/s/ KPMG LLP
Mountain View, California

March -13, 2006 except as to Note 3,
which is as of December 14, 2007,
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Interwoven, Inc.

We have audited Interwoven, Inc.’s internal control over financial reporting as of December 31, 2006, based on
criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Orga-
nizations of the Treadway Commission (the COSOQ criteria). Interwoven Inc.’s management is responsible for
maintaining effective internal control over financial reporting, and for its assessment of the effectiveness of internal |
control over financial reporting included in the accompanying Management’s Report on Internal Control over
Financial Reporting. Our responsibility is to express an opinion on the company’s internal control over financial
reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Qur audit
included obtaining an understanding of internal control over financial reporting, assessing the risk that a material
weakness exists, testing and evaluating the design and operating effectiveness of internal control based on the
assessed risk, and performing such other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate,

In our opinion, Interwoven, Inc. maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2006, based on the COSO criteria. -

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheet of Interwoven, Inc. as of December 31, 2006, and the related
consolidated statements of operations, stockholders’ equity and comprehensive income (loss), and cash flows for
the year ended December 31, 2006 of Interwoven, Inc. and our report dated December 14, 2007 expressed an
unqualified opinion thereon.

fs/ ERNST & YOUNG LLP

San Francisco, California
December 14, 2007
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INTERWOVEN, INC.
CONSOLIDATED BALANCE SHEETS

| December 31,
‘ 2006 2005

As restated(1)
{In thousands, except
per share amounts)

ASSETS
Current assets:
Cash and cashequivalents. .. ..................... AT $ 74,119 $ 73,618
SHOTE-1Er INVESHMENLS & o . o it i it ot et b e it e et et e e na et a e nr e aeeeenn 102,342 63,581
Accounts receivable, net of allowances of $791 and $1,100 in 2006 and 2005,
TeSPeClIVElY . . L e e e 34,492 31,542
Prepaid expenses and other current assets . ......... . . i, 5,371 4,732
Total CUMTENE A58618 . . . vttt it e et e et et e et e e 216,324 173,473
Property and equipment, nel . . ......... ..t e 4,815 5,044
GoodWill . . e e e 190,935 191,595
Other intangible assets, MEL. . ... ... 0ttt i e s 10,655 25,527
L 113 1=5 g 131 (- USRI 3,558 2,967
O] A88BES & v v it ettt e e e e e e e e $ 426,287 $ 398,606

Current liabilities;

Accounts payable .. ... ... . e $ 1897 § 2318
Accrued Habillles . . ...ttt e e e 31,684 24,371
Restructuring and excess facilities accrual . .. ............... ... ... ..., 5,132 7,266
Deferred TevenUES . . . . . . it e e e e e e 57,317 53,509
Total current labiliies. . . . . ... e e 96,030 R7.464
Accrued liabilities. .. ... .. R 2,733 2,761
Restructuring and excess facilities accrual . . . ....... ... ... .. e e 3,564 9,681
Total Habilities . . . .. . e e .. 102,327 99,906

Commitments and contingencies
Stockholders’ equity:
Preferred stock, $0.001 par value, 5,000 shares authorized at December 31, 2006
and 2005 . . .. e — —
Common stock, $0.001 par value, 125,000 shares authorized at December 31,
2006 and 2005: 44,417 shares and 42,386 shares issued and outstanding at

December 31, 2006 and 2005, respectively . . . ... ... ..o ot 44 42
Additional paid-in capital . ....... .. ... .. 754,904 737,408
Deferred stock-based compensation . .. ....... ... i s — (1,002)
Accumulated other comprehensive loss . ... .. .. . . . i (36) (359)
Accumulated deficit . . ... .. ... e s (430,952) (437,389
* Total stockholders” equity ... ... .. ... . .. i 323,960 298,700

Total liabilities and stockholders” equity . . . ... ... .. i n.. $ 426,287 $ 398,606

(1) See Note 3, “Restatement of Consolidated Financial Statements,” in Notes to Consolidated Financial
Statements.

See accompanying notes to consolidated financial statements
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INTERWOVEN, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

Years Ended December 31,
2006 2008 2004

As restated(1) As restated(1)
({In thousands, except per share amounts)

Revenues:
License. . ... e e $ 75,678 $ 67,754 $ 67,341
Support and service. ... ... ... ... 124,641 107,283 92,879
TOtal TEVENUES . . . o ot et e e et e e e et e e 200,319 175,037 160,220
Cost of revenues: .
o 1 1Y 3P 16,367 15,262 13,336
Support and service. . ... . ... .. . . e 50,256 42,257 38,762
Total costof revenues ... .................. ... ...... 66,623 57,519 52,098
Gross profil. . . .. ..o 133,696 117,518 108,122
Operating expenses:
Salesand marketing . ............ ... .. ... ... ... 77,114 70,731 72,644
Research and development. . . ... ... ... .. ... ... ... ... ... 35,069 31,483 31,826
General and administrative .. .............. ... ..., ...... 16,787 14,498 13,636
Amortization of intangible assets . . . ........... ... ... ... 3,312 3,358 4,541
Restructuring and excess facilities charges (recoveries). .. ...... (902) (692) 9,782
Total operating eXpenses . ... ................oouieon... 131,380 119,378 132,429
Income (loss) from operations . . ........................ 2,316 (1,860) (24,307)
Interest income and other, net . ... . ... ... ... .. 6,324 3,574 1,725
Income (loss) before provision for income taxes............ 8,640 1,714 (22,582)
Provision forincome taxes . ............. .0 i, 2,203 1,088 986
Netineome (J0SS) . ... vttt e et $ 6437 h 626 $(23,568)
Basic net income (loss) per common share .. ................. $ 015 $ 001 $ (0.58)
Shares used in computing basic net income (loss) per common
Share. . . . e 42979 41,751 40,494
Dituted net income (loss) per common share . ... . ............. $§ 015 $ 0.01 $ (0.58)

Shares used in computing diluted net income (loss) per common
share. . .. ... e e e 43,995 42,390 40,494

(1) See Note 3, “Restatement of Consolidated Financial Statements,” in Notes to Consolidated Financial
Statements. ’

See accompanying notes to consolidated financial statements
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INTERWOVEN, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY AND COMPREHENSIVE
' INCOME (LOSS)
For the Three Years Ended December 31, 2006

Accumulated
Additional Deferred Other Total
_Common Stock  “pyidin  Stock-Based Comprehensive Accumalated Stockholders’
Shares Amount Capital Compensation Income {Loss) Deficit Equity
As restated(1) As restated(l) As restated(1) As restated(1)
{In thousands)
Balances, December 31, 2003, as ' ' .

previously reported . . . .. ... ... ... 40,008  $40 $693,773 3 (9,564) $ 25 $(383,340)  $300,934
Adjustment to opening stockholders

BQUILY . . e - = 32,220 (635) — (31,107) 478
Balances, December 31, 2003, as

restated . .. ... L. L 40,008 40 725,993 (10,199) 25 (414,447) 301,412
Components of comprehensive loss:

Netloss. . ..ot iii i iiannn — — —_ — — (23,568) (23,568)

Unrealized loss on investments . .. . .. —_ —_— — — (264) — (264)

Cumulative translation adjustment . . . . — — — — 34 — 34

Comprehensive 10ss. . . ... ........ (23,798)
Stock issued in acquisition, . .. ... .. .. 118 — 782 — — — 182
Issuance of common stock under stock

plans. . .. ... e 961 1 5,820 - —_ — 5,821
Reversal of stock-based compensation for

terminated employees . ........... - — (3.068) 3,068 — — —_
Amortization of stock-based

COMPENSAON . ., v\ oo o i {64) 4,970 — — 4,906
Balances, December 31,2004 .. ... ... 41,087 41 729,463 (2,161) (205) (438,015) 289,123
Components of comprehensive income:

Netincome ................... —_ - — — — 626 626

Unrealized loss on investments . . . .. . — —_— —_— — (129) — (129)

Cumulative translation adjustment . . . . - — — —_ (25) — (25)

Comprehensive income . . ......... ' 472
Stock options assumed in acquisition. . . . -_— = 1,354 — — — 1,354
Issuance of common stock under stock

plans. . ... ... 1,299 1 7,101 _ — — 7,102
Income tax related to exercise of common

stockoptions . ................. - - 80 — — — 80
Reversal of stock-based compensation for

terminated employees . ... ... ... .. — —_ (555) 555 — — —
Deferred stock-based compensation. . . . . — — (1,165) — — (1,165)
Amortization of stock-based .

COMPEeNsation . .. ........vvvuvnn - = (35) 1,769 _— — 1,734
Balances, December 31,2005 .. ... ... 42386 42 737,408 (1,002) (359 (437,389) 298,700
Components of comprehensive income:

Netineome . ..............0u.. —_ - — — — 6,437 6,437

Unrealized gain on investments. . .. .. - - — — 282 — 282

Cumulative translation adjustment . . . . _ - — — 41 — 41

Comprehensive income ... ........ 6,760
Issuance of common stock under stock

plans. . ... ... 2,031 2 15,029 — — — 15,031
Income tax related to exercise of common

stockoptions . ........ .. ... — - 18 — — _— 18
Reclassification of deferred compensation

upon adoption of SFAS No. 123R . . .. - — (1,002) 1,002 — — —_
Stock-based compensation . . ... ... ... - — 3,451 — — — 3.451

44417 B4 $754,904 $ — $ (36) 5(430,952)  $323,960

Balances, December 31,2006 ........

|

(1) See Note 3, “Restatement of Consolidated
Statements.

Financial Statements,” in Notes to Consolidated Financial

See accompanying notes to consolidated financial statement
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INTERWOVEN, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
’ Years Ended December 31,

Cash flows from operating activities:
Netincome (10SS). . . ... i e et e,
Adjustments to reconcile net income (loss) to net cash provided
by (used in) operating activities:
Depreciation. . . .............. e
Stock-based compensation expense . . ... ... ...
Amortization of intangible assets and purchased technology . . .

Reduction in allowance for doubtful accounts and sales
S 1) | L

Changes in operating assets and liabilities:
Accounts receivable ... ....... ... ... . L L,
Prepaid expenses and other assets . ...................
Accounts payable and accrued liabilities . ..............
Restructuring and excess facilities accrual . .............
Deferred revenues. . . ... ... ... ..o iiriieii. ..,

Net cash provided by (used in) operating activities. . . . . .

Cash flows from investing activities:
Purchases of property and equipment .. ...................
Purchases of investments ... ............. .. ... ... ......
Maturities of investments . . .......... ... ... .. .. ... ...
Acquisition of businesses and technology, net of cash acquired . .

Net cash provided by (used in) investing activities . . . . . .

Cash flows from financing activities:
Payment of bank borrowings ........... ... .. ... ... ..,
Net proceeds from issuance of common stock. . ....... ... ...
Net cash provided by financing activities. .. ..........
Effect of exchangerates. . . ... ... ... .. ... ... ... ......
Net increase {decrease) in cash and cash equivalents. . ..........
Cash and cash equivalents at beginning of period .. .. ..........
Cash and cash equivalents at end of period.. . . ................

Supplemental disclosures of cash flow information:
Cash paid forinterest. ........... ... . o,
Cash paid for income taxes, netof refunds . . ............ ...

~Supplemental disclosures of non-cash investing and financing
activities:
Unrealized gain (loss) on investments , ... .................

Common stock issued and stock options assumed in
BCQUISILIONS . ... . . i e

2006 2005 2004
As restated(l) As restated(1)
(In thousands)
$ 6437 3 626 $ (23,568)
3,809 3,728 4,276
3,451 1,734 4,906
16,495 15,499 15,177
(309) (531) (612)
{2,653) (1,749) 5,963
(1,833) 2,423 579
7,524 (992) 528
(8,251) (8,735) (20,620)
3,808 3,515 6,139
28,475 15,518 (7,232)
(3,580) (2,848) (2,704)
(189,420) (86,274) (118,378)
151,544 134,275 117,249
(1,590)  (16,596) (1,172)
(43,046) 28,557 (5,005)
— — (1,213)
15,031 7,102 5,821
15,031 7,102 4,608
41 (25) 34
501 51,152 (7,595)
73,618 22,466 30,061
$ 74,119 $ 73,618 $ 22,466
$ — 1 37
$ 368 267 313
$ 282 § (129 $ (269
$ — $ 1,354 $ 782

(1) See Note 3, “Restatement of Consolidated Financial Statements,” in Notes to Consolidated Financial

Statements.

See accompanying notes to consolidated financial statements
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INTERWOVEN, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Organization and Business

Interwoven, Inc. (*Interwoven” or the “Company™) is a provider of content management software solutions.
The Company’s software and services enable organizations to leverage content to drive business growth by
maximizing online business performance, increasing collaboration, and streamlining business processes both
internally and externally. Interwoven markets and licenses its software products and services in North America and
through subsidiaries in Europe and Asia Pacific. '

2. Summary of Significant Acéounting Policies
Basis of Presentation

The consolidated financial statements include the accounts of the Company and its wholly owned subsidiaries.
All significant intercompany accounts and transactions have been eliminated.

The Company adopted Statement of Financial Accounting Standards (“SFAS™) No. 123R, Share-Based
Payment, on January 1, 2006 using the modified prospective transition method. The Company’s income from
operations for the year ended December 31, 2006 includes $3.5 million of stock-based compensation expense from
common stock options, restricted stock units and the Company’s Employee Stock Purchase Plan (“ESPP”). Since
the Company elected to use the modified prospective transition method, the consolidated results of operations have
not been restated for prior periods. In accordance with Staff Accounting Bulletin (“SAB”) No. 107 regarding the
Staff’s interpretation of SFAS No. 123R, the Company reclassified expenses associated with the amortization of
stock-based compensation which had previously been recorded in a single line item in operating expense in the
Company’s consolidated statement of operattons into their respective functional categories.

Certain reclassifications have been made to the prior year consolidated financial statements to conform to the
current period presentation. In accordance with SAB No. 107 regarding the Staff’s interpretation of SFAS No. 123R,
the amortization of stock-based compensation has been reclassified to their respective functional categories. For the
year ended December 31, 2005, the Company reclassified $227,000 to cost of support and service, $379,000 to sales
and marketing expenses, $215,000 to research and development expenses and $913,000 to general and admin-
istrative expenses from amortization of stock-based compensation. For the year ended December 31, 2004, the
Company reclassified $338,000 to cost of support and service, $1.8 million to sales and marketing expenses,
$1.0 million to research and development expenses and $1.7 million to general and administrative expenses from
amortization of stock-based compensation.

All assets and liabilities of the Company’s foreign subsidiaries, whose functional currency is the local
currency, are translated using current rates of exchange at the balance sheet date, while revenues and expenses are
translated using weighted-average exchange rates prevailing during the period. The resulting gains or losses from
translation are charged or credited to other comprehensive income (loss) and are accumulated and reported in the
stockholders’ equity section of the Company’s consolidated balance sheets. In accordance with SFAS No. 52,
Foreign Currency Translation, the Company recorded an unrealized gain (loss) due to foreign currency translation
of $41,000, $(25,000) and $34,000 for the years ended December 31, 2006, 2005 and 2004, respectively.

Use of Estimates

The preparation of consolidated financial statemenis in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumptions that affect the
reported amount of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
condensed consclidated financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.
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INTERWOVEN, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Revenue Recognition

Revenue consists principally of perpetual software licenses, support, consulting and training fees. The
Company recognizes revenue using the residual method in accordance with Statement of Position (“SOP”)
No. 97-2, Softiware Revenue Recognition, as amended by SOP MNo. 98-9, Modification of SOP 97-2, Sofiware
Revenue Recognition with Respect to Certain Transactions. Under the residual method, revenue is recognized for
the delivered elements in a multiple element arrangement provided vendor-specific objective evidence (“VSOE")
of fair value exists for all of the undelivered elements. The Company’s VSOE for support is based on the renewal
rate as stated in the agreement, so long as the rate is substantive. The Company’s VSOE for other undelivered
elements, such as professional services and training, is based on the price of the element when sold separately. Once
the Company has established the fair value of each of the undelivered elements, the dollar value of the arrangement
is allocated to the undelivered elements first and the residual of the dollar value of the arrangement is then allocated
to the delivered elements. At the cutset of a customer arrangement, the Company defers revenue for the fair value of
its undelivered elements {e.g., support, consulting and training) and recognizes revenue for the residual fee
attributable to the elements initially delivered {i.e., software product) when the basic criteria in SOP No. 97-2 have
been met. Assuming all other revenue recognition criteria are met, revenue from licenses is recognized upon
delivery using the residual method in accordance with SOP No. 98-9, revenue from support services is recognized
ratably over its respective support period and revenue from professional services is recognized as the services are
rendered. For arrangements that include a support renewal rate that the Company determines is not substantive, all
revenue for such arrangement is recognized ratably over the applicable support period.

Under SOP No. 97-2, revenue attributable to an element in a customer arrangement is recognized when
(i} persuasive evidence of an arrangement exists, (ii) delivery has occurred, (iii} the fee is fixed or determinable,
(iv) collectibility is probable and (v) the arrangement does not require services that are essential to the functionality
of the software.

Persuasive evidence of an arrangement exists. The Company determines that persuasive evidence of an
arrangement exists with respect to a customer when it has a written contract, which is signed by both the customer
and the Company, or a valid purchase order from the customer and the customer agrees or has previously agreed toa
license arrangement with the Company.

Delivery has occurred.  The Company’s software may be delivered either physically or electronically to the
customer. The Company determines that delivery has occurred upon shipment of the software pursuant to the terms
of the agreement or when the software is made available to the customer through electronic delivery.

The fee is fixed or determinable.  If at the outset of the customer arrangement, the Company determines that
the arrangement fee is not fixed or determinable, revenue is recognized when the fee becomes due and payable
assuming all other criteria for revenue recognition have been met. Fees due under an arrangement are deemed not to
be fixed or determinable if a portion of the license fee is due beyond the Company's normal payment terms, which
are no greater than 185 days from the date of invoice.

Collectibility is probable. The Company determines whether collectibility is probable on a case-by-case
basis. When assessing probability of collection, the Company considers the number of years the customer has been
in business, history of collection for each customer and market acceptance of its products within each geographic
sales region. The Company typically sells to customers with whom there is a history of successful collection. New
customers are subject to a credit review process, which evaluates the customer’s financial position and, ultimately,
its ability to pay. If the Company determines from the outset of an arrangement or based on historical experience in a
specific geographic region that collectibility is not probable based upon its review process, revenue is recognized as
payments are received and all other criteria for revenue recognition have been mei. The Company periodically
reviews collection patterns from its geographic locations to ensure that its historical collection results provide a
reasonable basis for revenue recognition upon entering into an arrangement.
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Certain software orders are placed by resellers on behalf of end users. Interwoven recognizes revenue on these
orders when end users have been identified, persuasive evidence of arrangements with end users exist and all other
revenue recognition criteria are met.

Support and service revenues consist of professional services and support fees. The Company’s professional
services, which are comprised of software installation and integration, business process consulting and training, are,
in almost all cases, not essential to the functionality of its software products. The Company’s products are fully
functional upon delivery and do not require any significant modification or alteration for customer use. Customers
purchase professional services 1o facilitate the adoption of the Company’s technology and dedicate personnel to
participate in the services being performed, bui they may also decide to use their own resources or appoint other
professional service organizations to provide these services. Software products are billed separately from profes-
sional services, which are generally billed on a time-and-materials basis. The Company recognizes revenue from
professional services as services are performed.

Services provided to customers under support contracts include technical support and unspecified product
upgrades when and if available. Support contracts are typically priced based on a percentage of license fees and
have a one-year term. Revenues from support contracts are recognized ratably over the term of the agreement.

In 2005, the Company applied SOP No. 81-1, Accounting for Performance of Construction-Type and Certain
Production-Type Contracts, to account for a software arrangement which included services that constituted
significant production, modification or customization of the software. As the Company was not in a position to
make dependable estimates as to completion, the completed contract method of accounting was applied and
revenues were recognized upon contract completion. For classification purposes in the consolidated statement of
operations, the Company included the amount representing VSOE of fair value of the service revenues as service
revenues and the residual portion of the total fee as license revenue.

The Company expenses all manufacturing, packaging and distribution costs associated with its software as
cost of license revenues.

Cash, Cash Equivalents and Short-Term Investments

The Company considers all highly liquid investments with original maturities of three months or less on the
date of purchase to be cash equivalents. Cash and cash equivalents include money market funds, commercial paper,
government agency securities and various deposit accounts. Cash equivalents are recorded at fair value, which
approximates cost.

The Company'’s short-term investments are classified as “available-for-sale” and are carried at fair value based
on quoted market prices. These investments consist of corporate obligations that include commercial paper,
corporate bonds and notes, United States government agency securities and certificate of deposits. Realized gains
and losses are calculated using the specific identification method. The Company realized losses of $0, $3,000 and
$15,000 in 2006, 2005 and 2004, respectively. As of December 31, 2006 and 2005, unrealized losses totaled
$86,000 and $368,000, respectively. Unrealized gains and losses are included as a separate component of
accumulated other comprehensive loss in the stockholders’ equity section of the consolidated balance sheets.

Allowance for Doubtful Accounts

The Company makes estimates as to the overall collectibility of accounts receivable and provides an allowance
for accounts receivable considered uncollectible. The Company specifically analyzes its accounts receivable and
historical bad debt expertence, customer concentrations, customer credit-worthiness, current econemic trends and
changes in its customer payment terms when evaluating the adequacy of the allowance for doubtful accounts. At
December 31, 2006 and 2005, the Company’s allowance for doubtful accounts was $449,000 and $779,000,
respectively.
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Allowance for Sales Returns

The Company makes an estimate of its expected product retuins and provides an allowance for sales returns.
The accumulated allowance for sales returns is reflected as a reduction of accounts receivable. The Company
analyzes its revenue transactions, customer software installation pattemns, historical return patterns current eco-
nomic trends and customer payment terms when evaluating the adequacy of the allowance for sales returns. At
December 31, 2006 and 2005, the Company’s altowance for sales returns was $342,000 and $321,000, respectively.

Risks and Concentrations

Financial instruments that subject the Company to concentrations of credit risk consist principally of cash and
cash equivalents, short-term investments and accounts receivable. The Company maintains the majority of its cash,
cash equivalents and short-term investments with four financial institutions domiciled in the United States and one
financial institution in the United Kingdom. The Company performs ongoing evaluations of its customers’ financial
condition and generally requires no collateral from its customers on accounts receivable. The Company maintains
an allowance for doubtful accounts based on various factors, including the review of credit profiles of its customers,
contractual terms and conditions and historical payment experience. The Company does not expect to incur material
losses with respect to financial instruments that potentially subject the Company to concentration of credit risk.

The Company derived a significant portion of its total revenue for the years ended December 31, 2006, 2005
and 2004 from its Web content management and collaborative document management products and services. The
Company expects that these products will continue to account for a significant portion of its total revenues in future
periods.

Interwoven relies on software licensed from third parties, including software that is integrated with internally
developed software. These software license agreements expire on various dates from 2008 to 2011 and the majority
of these agreements are renewable with written consent of the parties. Either party may terminate the agreement for
cause before the expiration date with written notice. If the Company cannot renew these licenses, shipments of its
products could be delayed until equivalent software could be developed or licensed and integrated into its products.
These types of delays could seriously harm the Company's business. In addition, the Company would be seriously
harmed if the providers from whom the Company licenses its seftware ceased to deliver and support reliable
products or fail to enhance their current products or respond to emerging industry standards. Moreover, the
third-party software may not continue to be available to the Company on commercially reasonable terms or at all.

Financial Instruments

The Company enters into forward foreign exchange contracts where the counterparty is a bank. The Company
purchases forward foreign exchange contracts to mitigate the risk of changes in foreign exchange rates on accounts
receivable. The Company’s forward foreign exchange contracts generally have terms of 43 days or less. Although
these contracts are or can be effective as hedges from an economic perspective, they do not qualify for hedge
accounting under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, as amended, and,
therefore, are marked to market each period with the change in fair value recognized in results of operations in
interest income and other and classified as either other current assets or other current liabilities in the consolidated
balance sheet.

At December 31, 2006 and 2005, the notional equivalent of forward foreign currency contracts aggregated
$10.2 miilion and $5.8 million, respectively. The fair value of the liability associated with these forward foreign
exchange contracts recorded in the consolidated financial statements were $24,000 and $19,000 at December 31,
2006 and 2005, respectively. The forward contracts outstanding as of December 31, 2006 are scheduled to expire in
January 2007,
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Property and Equipment

Property and equipment are recorded at cost and depreciated using the straight-line method over estimated
useful lives of three to five years. Amortization of leasehold improvements is recorded using the straight-line
method over the lesser of the estimated useful lives of the assets or the lease term, generally three to five years. Upon
the sale or retirement of an asset, the cost and related accumulated depreciation are removed from the consolidated
balance sheet and the resulting gain or loss is reflected in the consolidated statement of operations.

Repair and maintenance expenditures, which are not considered improvements and do not extend the useful
life of an asset, are expensed as incurred.

Goodwill

The Company follows SFAS No. 142, Goodwill and Other Intangible Assets, which requires that goodwill be
tested annually for impairment or more frequently if events and circumstances warrant. This impairment testing
involves a two-step process as follows:

s Step 1 — The Company has determined that it has one reporting unit and compares the fair value of its
reporting unit to its carrying value, including goodwill. If the reporting unit’s carrying value, including
goodwill, exceeds the unit’s fair value, the Company moves on to Step 2. If the unit’s fair value exceeds the
carrying value, no further work is performed and no impairment charge is necessary.

» Step 2 — The Company performs an allocation of the fair value of the reporting unit to its identifiable
tangible and non-goodwill intangible assets and liabilities. This allocation derives an implied fair value for
the reporting unit’s goodwill. The Company then compares the implied fair valve of the reporting unit’s
goodwill with the carrying amount of the reporting unit’s goodwill. If the carrying amount of the reporting
unit’s goodwill is greater than the implied fair value of its goodwill, an impairment charge shall be
recognized for the excess.

Based on the annual impairment tests performed in the third quarter of 2006, 2005 and 2004, the Company
determined that the carrying value of its recorded goodwill had not been impaired and no impairment charge was
recorded in those years. The Company will continue to assess goodwill for impairment on an interim basis when
indicators exist that goodwill may be impaired. Conditions that indicate that the Company’s goodwill may be
impaired include the Company’s market capitalization declining below its net book value or the Company suffering
a sustained decline in its stock price. A significant impairment could have a material adverse effect on the
Company’s consolidated financial position and results of operations. '

Impairment of Long-Lived Assets

The Company accounts for the impairment and disposal of long-lived assets in accordance with SFAS No. 144,
Accounting for the Impairment or Disposal of Long-Lived Assets. SFAS No. 144 requires that long-lived assets,
such as property and equipment and purchased intangible assets subject to amortization, be reviewed for
impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may
not be recoverable. The recoverability of an asset is measured by a comparison of the carrying amount of an asset (o
its estimated undiscounted future cash flows. If the carrying amount of an asset exceeds its estimated future cash
flows, an impairment charge is recognized by the amount by which the carrying amount of the asset exceeds the fair
value of the asset. Assets to be disposed of would be separately presented in the consolidated balance sheet and
reported at the lower of the carrying amount or fair value less estimated selling costs, and would no longer be
depreciated. The assets and liabilities of a dispesal group classified as held for sale, if any, would be presented
separately in the appropriate asset and liability sections of the consolidated balance sheet.
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Software Development Costs

SFAS No. 86, Accounting for the Cosis of Computer Software 1o be Sold, Leased, or Otherwise Marketed,
requires companies to expense costs incurred in the research and development of software products and enhance-
ments as incurred until technological feasibility has been established at which time such costs are capitalized,
subject to a net realizable value evaluation. Technological feasibility is established upon the completion of an
integrated working model. Once a new product is ready for general release, costs are no longer capitalized. Costs
incurred between completion of the working modet and the point at which the product is ready for general release
have not been significant. Accordingly, the Company has charged all costs to research and development expense in
the period incurred.

Restructuring and Related Expenses

SFAS No. 146, Accounting for costs associated with Exit or Disposal Activities, requires that a liability
associated with an exit or disposal activity be recognized when the liability is incurred, as opposed to when
management commits to an exit plan. SFAS No. 146 also requires that: (i) liabilities associated with exit,and
disposal activities be measured at fair value; {ii) one-time termination benefits be expensed at the date the entity
notifies the employee, unless the employee must provide future service, in which case the benefits are expensed
ratably over the future service period; (iii) liabilities related to an operating lease/contract be recorded at fair value
and measured when the contract does not have any future economic benefit to the entity (i.e., the entity ceases to
utilize the rights conveyed by the contract); and (iv) all other costs related to an exit or disposal activity be expensed
as incurred. The Company estimated the fair value of its lease obligations included in its 2003 and later restructuring
activities based on the present value of the remaining lease obligation, operating costs and other associated costs,
less estimated sublease income.

Restructuring obligations incurred prior to the adoption of SFAS No. 146 were accounted for and continue to
be accounted for in accordance with Emerging Issues Task Force Issue (“EITF”) No. 88-10, Cost Associated with
Lease Modification or Termination, and BITF No. 94-3, Liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity {including Certain Costs Incurred in a Restructuring).

In accordance with EITF No. 88-10, the Company recorded the costs associated with lease termination and/or
abandonment when the leased property had no substantive future use or benefit to the Company. Under EITF
No. 88-10, the liability associated with lease termination and/or abandonment represents the sum of the total
remaining lease costs and related exit costs, less probable sublease income. Accordingly, the Company has not
reduced the obligations incurred in 2002 and prior to their net present value.

Income Taxes .

The Company accounts for income taxes under the provisions of SFAS No. 109, Accounting for Income Taxes.
Under this method, deferred tax assets and liabilities are recognized based on the differences between the financial
statement carrying amounts of existing assets and liabilities and their respective tax bases and carryforwards of net
operating losses and tax credits. Deferred tax assets and liabilities are measured using enacted tax rates expected to
apply to taxable income in the years in which those temporary differences are expected to be recovered or settled.
Valuation allowances are established, when necessary, to reduce deferred tax assets to the amounts expected to be
realized.

Upon adoption of SFAS No. 123R, the Company has elected to use the short form method to calculate the tax

 effects of stock-based compensation. Under the short form method, the Company uses the cumulative effect of

award grants to establish its hypothetical additionat paid-in capital pool related to the tax effects of the employee
stock-based compensation “as if” the Company had adopted the recognition provisions of SFAS No. 123,
Accounting for Stock-based Compensation, since its effective date of January 1, 1995.
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Determining the consolidated provision for income tax expense, income tax liabilities and deferred tax assets
and liabilities involves judgment. The Company calculates and provides for income taxes in each of the 1ax
jurisdictions in which it operates. This involves estimating current tax exposures in each jurisdiction as well as
making judgments regarding the recoverability of deferred tax assets. The estimates could differ from actual resulis
and impact the future results of its operations.

Advertisement and Sales Promotion Expenses

Advertisement and sales promotion costs are expensed as incurred and reflected, net of recovenies, if any, from
sponsorship support from partners and other third parties. Adventising costs expensed for the years ended
December 31, 2006, 2005 and 2004 were $90,000, $257,000 and $131,000, respectively.

Business Segment and Major Customer Information

" SFAS No. 13 |, Disclosures about Segments of an Enterprise and Related Information, establishes standards
for the manner in which public companies report information about operating segments in annual and interim
financial statements. It also establishes standards for related disclosures about products and services, geographic
areas and major customers. The method for determining the information to report is based on the way management
organizes the operating segments within the Company for making operating decisions and assessing financial
performance.

The Company’s chief operating decision-maker is considered to be Interwoven’s Chief Executive Officer. The
Chief Executive Officer reviews financial information presented on a consolidated basis, accompanied by
disaggregated information about revenues by geographic region for purposes of making operating decisions
and assessing financial performance. For the years ended December 31, 2006, 2005 and 2004, revenues derived
from customers outside the United States of America represented 36%, 32% and 34% of total revenues,
respectively. On this basis, the Company is organized and operates in a single segment: the design, development
and marketing of software solutions.

No customer accounted for more than 10% of total revenues in 2006, 2005 and 2004. At December 31, 2006
and 2005, no single customer accounted for more than 10% of the Company’s accounts receivable balance.

Foreign Currency Translation

The functional currencies of most of the Company’s international operations are their local currencies. Assets
and liabilities are translated using the exchange rate on the balance sheet date. Revenue and expenses are translated
using average exchange rates prevailing during the period. The resulting gains or losses from translation are charged
or credited to accumulated other comprehensive income (loss) and are accumulatéd and reported in the stock-
holders’ equity section of the Company’s consolidated balance sheets. In accordance with SFAS No. 52, the
Company recorded an unrealized gain (loss) due to foreign currency translation of $41,000 and $(25.000) for the
years ended December 31, 2006 and 2005, respectively.

Comprehensive Income (Loss)
Other comprehensive income (loss) refers to gains and losses that under the accounting principles generally
accepted in the United States of America are recorded as an element of stockholders’ equity and are excluded from

operations.
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Accumulated other comprehensive income (loss) is comprised of the following (in thousands):

December 31,

2006 2005
Unrealized loss on available-for-sale investments* ... . ...................... $(86) $(368)
Cumulative translation adjustment® . . ... . ..., ... ... ... .. ... I 50 9

$536)  $(359)

* The tax effect on translation adjustments and unrealized gain (loss) was not significant.

Net Income (Loss) per Common Share

Basic net income (loss) per common share is computed using the weighted average number of outstanding
shares of common stock during the period. Diluted net income (loss) per common share is computed using the
weighted average number of common shares outstanding during the period and, when dilutive, potential common
shares from share-based compensaticn plans to purchase common stock using the treasury stock method.

The following table sets forth the computation of basic and diluted net income (loss) per common share (in
thousands, except per share amounts):

Years Ended December 31,

2006 2005 2004
) As restated(1)  As restated{1)
Net income (10S8). . ... ... iieenen. [ $ 6,437 $ 626 $(23,568)
Weighted-average shares used in computing basic net
income (loss) percommon share. . . ................ 42,979 41,751 40,494
Dilutive common equivalent shares from stock options and
ESPP ... . e 1,016 639 —
Weighed-average shares used in computing diluted
net income (loss) per common share .., ......., ... 43,995 42,390 40,494
Basic net income (loss) per common share ........... $ 0.15 $ 001 5 (0.38)
Diluted net income (loss) per common share .. ........ $ 0.15 $ 0.0l $ (0.58)

(1) See Note 3, “Restatement of Consolidated Financial Statements,” in Notes to Consolidated Financial
Statermnents.

For the years ended December 31, 2006, 2005 and 2004, 6.0 million, 9.4 million and 10.9 million stock
options, respectively, were anti-dilutive and excluded from the diluted net income (loss) per share calculation due to
either the exercise price being greater than the average fair market value of the common stock during the year or due
to the Company’s net loss in the year.

Accounting for Stock-based Compensation

Prior to January 1, 2006, the Company accounted for stock-based compensation using the intrinsic value
method prescribed by Accounting Principles Board Opinion (“APB™) No. 25 Accounting for Stock Issued to
Employees, and elected to adopt the disclosure-only provisions of SFAS No. 123. Accordingly, compensation cost
for stock options was measured as the difference, if any, between the market price on the date of grant and the
exercise price of the option. The resulting stock-based compensation was amortized over the estimated term of the
stock option, generally four years, using an accelerated approach. This accelerated approach was consistent with the
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method described in Financial Accounting Standards Board Interpretation (“FIN") No. 28, Accounting for Stock
Appreciation Rights and Other Variable Stock Option or Award Plans.

For the years ended December 31, 2005 and 2004, had the Company accounted for stock-based compensation
cost based on the fair value at the grant date, the Company’s net loss and basic and diluted net loss per common share
would have been as follows (in thousands, except per share amounts):

Years Ended December 31,

2005 2004
As restated(1) As restated(1)

Net income (loss): .
ASTEPOrtEd . . .o vt e e $§ 626 $(23,568)

Stock-based employee compensation included in net income (loss) as

reported, net of related tax™ . ......... ... ... . o oL 1,734 4,906
Stock-based employee compensation using the fair value method, net

ofrelated tax™® . ... ... ... . .. e e (23,300) (21,287)
Pro forma . . ..o e e e e e $(20,940) $(39,949)

Basic and diluted net income (loss) per common share:

Asreported . . ... $ 0.01 $ (0.58)
Pro fOImMA . oottt e $ (0.50) $ (0.99)

* The tax effects on stock-based compensation have been fully reserved by way of a valuation allowance.

(1) See Note 3, “Restatement of Consolidated Financial Statements,” in Notes to Consolidated Financial
Statements.

Recent Accounting Pronouncements

In July 2006, the Financial Accounting Standards Board (“FASB”) issued FIN No. 48, Accounting for
Uncertainty in Income Taxes — an interpretation of FAS Statement No. 109. This Interpretation clarifies the
accounting for uncertainty in income taxes recognized in an enterprise’s financial statements in accordance with
SFAS No. 109. The Interpretation prescribes a recognition threshold and measurement attribute for the financial
statement recognition and measurement of a tax position taken or expected to be taken in a tax return. This
Interpretation also provides guidance on de-recognition, classification, interest and penalties, accounting in interim
periods, disclosure and transition. The Interpretation is effective for years beginning after December 15, 2006. The
Company believes that the adoption of FIN No. 48 will not have a material impact on its consclidated results of
operations, financial position and cash flows.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements. SFAS No. 157 defines fair
value, establishes a framework for measuring fair value in generally accepted accounting principles and expands
disclosures about fair value measurements. SFAS No. 157 is effective for years beginning after November 15, 2007
and interim periods within those years. The Company is currently evaluating the effect, if any, its consolidated
results of operations, financial position and cash flows,

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities — Including an amendment of FASB Statement No. 115. SFAS No. 159 provides companies with an
option to report selected financial assets and liabilities at fair value. The objective of SFAS No. 159 is to reduce both
complexity in accounting for financial instruments and the volatility in earnings caused by measuring related assets
and liabilities differently. The standard requires companies to provide additional information that will help investors
and other users of financial statements to more easily understand the effect of the company’s choice to use fair value
on its earnings. Under SFAS No. 159, a company may elect to use fair value to measure eligible items at specified
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election dates and report unrealized gains and losses on items for which the fair value option has been elected in
carnings at each subsequent reporting date. Eligible items include, but are not limited to, accounts and loans
receivable, available-for-sale and held-to-maturity securities, equity method investments, accoumts payable,
guarantees, issued debt and firm commitments. SFAS No. 159 is effective for fiscal years beginning after
November 15, 2007, although earlier adoption is permitted. The Company is currently evaluating the effect, if
any, of SFAS No. 159 on its consolidated results of operations, financial position and cash flows.

3. Restatement of Consolidated Financial Statements

In this Annual Report on Form 10-K, Interwoven is restating its consolidated balance sheet as of December 31,
2005, the related consolidated statements of operations, stockholders’ equity and comprehensive income (loss), and
cash flows for each of the years ended December 31, 2005 and 2004 and each of the quarters in 2005 and the balance
sheets for the first three quarters of 2000 as a result of a voluntary review of the Company’s historical stock option
granting practices and related accounting issues.

In addition, the Company has restated the pro forma expense under SFAS No. 123, in Note 2, “Summary of
Significant Accounting Policies,” in the Notes to Consolidated Financial Statements to include these adjustments
for the years ended December 31, 2005 and 2004.

Previously filed Annual Reports on Form 10-K and Quarterly Reports on Form 10-Q prior to 2006 have been
affected by the restatements, but have not been amended and should not be relied on.

Introduction

In the course of preparing for its year-end audit, the Company initiated a voluntary review of its historical
option granting procedures, initially focusing on several historical stock option grants which took place on dates
when its stock price was at a low for a period of time around the grant date. On January 30, 2007, the Company
announced that a review of historical option grant procedures and related accounting was being undertaken by the
Audit Committee of the Board of Directors, assisted by independent counsel, which in turn engaged an independent
forensic accounting firm, to assist in the review. All aspects of the review by the Audit Committee and its advisors
have been supervised directly and solely by the Audit Committee, One member of the Audit Commitee, who was
formerly a member of the Compensation Committee, did not participate in the Audit Committee review. On
November 9, 2007, the Company announced the preliminary results of the voluntary review, which were set forth in
the Current Report on Form 8-K filed on that date.

The scope of the Audit Commititee review was extensive, and included review of all stock option grants made
during the period commencing with the Company’s initial public offering in October 1999 through June 2006 (the
“Review Period”). The Audit Committee and its advisors considered all available evidence, including reviewing
electronic and hard copy documents and conducting interviews of current and former employees, directors and
advisors. In December 2007, the Audit Committee compileted its review and presented its report to the Company’s
Board of Directors.

Based on the Audit Commiittee review, the Company recognized an additional $3 1.5 million in non-cash stock-
based compensation expense with respect to several granting actions. Accordingly, to correct errors related to
accounting for stock-based compensation expense, the Company has restated its previously-issued consolidated
financial statements for years 2002 through 2005 and the unaudited quarterly financial statement information for
the interim periods in 2006. To correct errors related {o accounting for stock-based compensation expense for
periods prior to 2002, the Company has recorded an adjustment to accumulated deficit as of December 31, 2001,

The pre-tax, non-cash charges to be restated are an aggregate $31.5 million of additional stock-based
compensation expense over the Review Period. For the year ended December 31, 2004, the stock-based com-
pensation adjustment has the effect of decreasing the Company’s previously reported net loss by $76,000 and,
correspondingly, increasing accumulated deficit as reported in its 2004 conselidated financial statements. [n 2005,
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the adjustment has the effect of increasing the Company’s previously reported net income by $9,000 and decreasing
accumulated deficit as reported in its historical consolidated financial statements. The remaining stock-based
compensation expense of $31.6 million, which is applicable to years prior to 2004, has been recorded as a charge to
accumulated deficit as of December 31, 2003. However, the Company restated its consolidated balance sheet as of
December 31, 2005 to reflect additional paid-in capital, deferred stock-based compensation and accumulated
deficit balances as a result of previous period adjustments. The net tax impact of the stock-based compensation
adjustments was insignificant for all periods.

All references to number of option shares, option exercise price and share price in this section have been
adjusted for any stock splits. :

Stock Option Grant Process

Historically, pursuant to the Company’s stock option plans, the Board of Directors has the authority to award
stock option grants to employees, officers and directors, and the Compensation Committee has the authority to
award stock option grants to employees and officers. The Board delegated authority to both the Chief Executive
Officer and the Chief Financial Officer to award siock option grants to non-officer employees. Pursuant to
contractual agreements, the Company also issued stock option grants lo non-employees in consideration for
services rendered to Interwoven.

Accounting Adjustments

Consistent with the applicable accounting literature and recent guidance from the staff of the Securities and
Exchange Commission regarding determination of appropriate measurement dates, the Company analyzed all available
relevant evidence, including evidence developed through the Audit Committee review, including, for example, physical
documents, electronic documents, underlying electronic data about documents, and information provided through
interviews. Based on the relevant facts and circumstances, the Company organized the option grants during the Review
Period into categories based on the grant type and the processes by which the grant approval was finalized. Based on the
relevant facts and circumstances, the Company applied the appropriate accounting standards in effect at the time of grant
to determine, for every grant within each category, the appropriate measurement date. If the measurement date was not
the recorded grant date, accounting adjustments were made as required resulting in stock-based compensation expense
and the related tax effects. In some instances, the required adjustments did not result in any additional stock-based
compensation expense. After accounting for forfeitures, the Company recognized additional stock-based compensation
expense of $31.5 million on a pre-tax basis over the vesting terms for the affected grants. No adjustments were required
for the remaining grants. The adjustments were determined by category as follows:

« Employee New Hire, Promotion and Merit Grants. New hire, promotional and merit grants during the
Review Period were made to non-officer employees pursuant to the authority delegated to both the Chief
Executive Officer and Chief Financial Officer by the Board of Directors. Based on' the Audit Committee
review, the Company determined that the measurement dates for 12 of the 101 new hire, promotion and merit
granting actions during the Review Period should be revised. For nine of these granting actions, the Company
determined that insufficient contemporaneous documentation to support the recorded measurement date
existed, so a later measurement date was selected based on the existence of adequate contemporaneous
documentation to support the conclusion that the grant was fixed. The Company recognized a pre-tax stock-
based compensation expense of $12.6 million in relation to these nine granting actions using the intrinsic value
method of accounting under APB No. 25. For the other three granting actions, the Company determined that
measurement date criteria had been met on a date prior to the recorded grant date when the stock price was
higher, resulting in variable accounting for these granting actions. Accordingly, the Company recognized a pre-
tax stock-based compensation expense of $7.5 million for these granting actions in accordance with FIN No. 44,
Accounting for Certain Transactions involving Stock Compensation.
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* Corrections to Employee New Hire, Promotion and Merit Grants. It a small number of cases, corrections
were made to employee new hire, promotion and merit grant. These corrections amounted to approximately
1% of total shares granted. The Company determined that in substantially all instances, these corrections
were for new hire, promotion and merit grants that were inadvertently left off the initial authorization
document and for new hires whose shares on the initial authorization document did not correctly reflect the
number of shares stated in their offer letters. Based on the Audit Committee review, the Company did not
identify evidence indicating that the corrections were effecied to achieve a lower exercise price for the
grantee, nor did the Company identify a pattern of effecting corrections to achieve a lower exercise price.
The Company determined that the measurement dates for the individual option grants constituting these
corrections should be revised 10 the date the correction was determined to be finalized. Accordingly, in
addition to the granting actions described above, the Company recognized additional pre-tax stock-based
compensation expense of $1.4 million related to corrections to employee new hire, promotion and merit
granting actions.

* Employee Refresh Grants. The Company periedically made broad-based equity compensation awards
(“refresh grants™) to certain employees based on, such factors as, the employee’s unvested equity ownership,
total equity ownership, market conditions and the importance of the employee’s expected contributions to
Interwoven. Employee refresh grants were issued pursuant to the authority delegated to the Chief Executive
Officer and Chief Financial Officer. Based on the Audit Committee review, the Company determined that the
measurement dates for three of the employee refresh granting actions should be revised because the number
of shares to be allocated to each individual employee was not determined with finality by the recorded grant
dates. Accordingly, the Company recognized a pre-tax stock-based compensation expense of $1.7 million
for these granting actions using the intrinsic value method of accounting under APB No. 25. The Company
also determined that the measurement date criteria for one employee refresh granting action had been met on
a date prior to the recorded grant date when the stock price was higher, resulting in variable accounting for
this granting action, Accordingly, the Company recognized a pre-tax stock-based compensation expense of
$964,000 for this granting action in accordance with FIN No, 44.

Grants to Officers and Certain Employees. The Company granted stock options to newly hired officers and
certain non-officer members of management, employees who were promated to officer positions or periodic
refresh grants to officers and certain non-officer members of management based on such factors as the
employee's unvested equity ownership and total equity ownership, performance and market conditions.
Grants to officers and certain non-officer members of management were authorized by the Board of -
Directors or the Compensation Committee in thirty-two granting actions during the review period. Based on
the Audit Committee review, the Company determined that for four of these granting actions there was
insufficient contemporaneous documentation to support the recorded measurement date, Accordingly, the
Company recognized a pre-tax stock-based compensation expense of $6.8 million for such granting actions
using the inirinsic value method of accounting under APB No, 25. The Company also determined that for
four granting actions the measurement date criteria were met on a date prior to the recorded grant date when
the stock price was higher, resulting in variable accounting. Accordingly, the Company recognized a pre-tax
stock-based compensation expense of $54,000 for such granting actions in accordance with FIN No. 44,

* Initial Director Grants. Under the 1999 Equity Incentive Plan, each non-employee director is automat-
ically granted options to purchase shares of the Company’s common stock when he or she first joins the
Board. Based on the Audit Committec review, the Company determined that the measurement date for one
automatic initial Director grant should be revised because the measurement date criteria had been met on the
date of the director’s appointment to the Board of Directors, but the recorded grant date was the following
day, when the stock price was lower. The Company accounted for this grant as a variable award in
accordance with FIN No. 44 and, accordingly, recorded stock-based compensation expense of approxi-
mately $1.7 miilion for 2000, which was reversed in 2001 due 10 fluctuation in the Company’s stock price.
This stock option grant was never exercised by the non-employee director.
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« Terminations. The Company determined that the vesting of approximately 75,000 shares for eighteen
employees was permitted after their respective stock option termination dates. Accordingly, as this
additional vesting was considered a modification of the original terms of the respective option grants,
the Company recognized a pre-tax stock-based compensation expense of $522,000 using the intrinsic value
method of accounting under APB No. 25 and in accordance with FIN No. 44.

+ Grants to Non-Emplovees. During the Review Period, grants were made to non-employees in exchange for
services as authorized in seven granting actions. In connection with one such granting action, the Company
concluded that the grant had not been accounted for in accordance EITF No. 96-18, Accounting for Equity
Instruments That Are Issued to Other Than Employees for Acquiring, or in Conjunction with Selling, Goods
or Services, and EITF Issue No. 00-18, Accounting Recognition for Certain Transactions Involving Equity
Instruments Granted to Other Than Employee. Accordingly, the Company determined that an additional
compensation expense should be recorded and recognized pre-tax stock-based compensation expense of
$41,000.

Impact of Judgments and Interpretations on Restatement Values

In determining the appropriate measurement dates for stock option awards in the Review Period, the Company
considered all available relevant data, including data supplied by the Audit Committee and its advisors. The
Company evaluated this data and determined that incorrect measurement dates were used for financial accounting
purposes for certain stock option granting actions. The Company evaluated the evidence surrounding each grant at
issue and determined whether there was conclusive or inconclusive evidence to support the measurement date. The
specific facts and circumstances surrounding each such grant were considered in selecting the measurement date. In
certain instances, the evidence was inconclusive and significant judgment was exercised in determining the
appropriate measurement date for accounting purposés. Evidence was considered conclusive where it represented
contemporaneous evidence of the date of approval of the option price and the number of option grants allocated to
specific individuals. Evidence was considered inconclusive where it provided some support for a particular
measurement date, but there was insufficient contemporaneous documentary evidence available to identify the
specific date on which the granting action was complete. In all cases, the earliest date when the terms of a grant were
known with finality was determined to be the revised measurement date.

The Company identified four granting actions for Employee New Hire, Promotion and Merit grants, three
corrections to granting actions for Employee New Hire, Promotion and Merit grants, one granting action for
Officers and Certain Employees grants and three granting actions for refresh grants for which the evidence was
inconclusive and judgment was applied to determine the measurement date for accounting purposes. For each of
these eight granting actions and three corrections to granting actions, the Company evaluated all available relevant
evidence to identify the range of dates in which the granting action may have been completed, and to determine the
most appropriate measurement date within the range. In some instances, the Company determined that the granting
action was not compléte by the recorded grant date and that the first date in the range was after the recorded
measurement date, based on the totality of available evidence. For seven granting actions and three corrections to
granting actions, the Company determined that a revised measurermnent date was appropriate. For one refresh grant
to employees and executives, the Company determined that the recorded grant date was the most appropriate
measurement date within the date range. The Company made this determination after considering the totality of
available evidence, including, but not limited to the following: the Board of Directors met one day prior to the grant
date and contemporaneous notes of that meeting indicate that the executive grants had not been finalized and that
the Board determined the employee and exccutive refresh grant should be made on the same date; the grant date was
a Friday and interviews indicated that its. former Chief Executive Officer typically endeavored to resolve
compensation matters (including option grants) quickly so that they could be communicated to the recipients
promptly thereafter; an employee “all-hands” meeting held in connection with the Company’s earnings release was
scheduled to take place two business days after the grant date and provided an opportunity to announce this refresh
grant company-wide; on the grant date, the Company’s closing stock price was approximately $20 lower than the
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previous day, a decline which did not appear to relate to the release of any information by Interwoven and coincided
with a general market downturn that same day; the authorization document for this refresh grant also included new
hire grants, all of which were to persons who commenced employment prior to the grant date, and to promotion
grants, all of which related to promotions effective prior to the grant date; the grants were entered into stock
administration system shortly after the grant date, beginning six business days after the grant date; and the absence
of evidence to support a conclusion that the grant was finalized on a date other than the grant date.

Financial Impact of the Restatement

The increase in stock-based compensation expense resulting from the restatement is as follows {in thousands):

Pre-Tax After Tax
As {Income) (Income}
As Previously Expense Expense

Restated Reported Adjustments Adjustments

For the year ended December 31§,

1999 . e, $3722 3% 3,686 $ 36 $ 36
2000 . .. e e 25,066 7,522 17,544 17,544
2000 ... ..., P 26,802 14,225 12,577 12,577
2002 . . 4,712 4,880 (168) (168)
2003 . . 3,944 2,348 1,596 1,596

Total impact 19990 2003 . ............. 64,246 32,661 31,585 31,585
2004 ... e 4,906 4,982 (76) (76)
2005 ... e 1,734 1,743 9 (9
2000. . ... . e 3,451 3,451 — —

Total ... ... ... $74.337  $42,837 $31,500 $31,500

From inception, the Company has provided a full valuation allowance against all of its United States federal
and state net deferred tax assets in accordance with the provisions of SFAS No 109. In connection with the required
stock-based cormpensation adjustments, the Company recorded additional deferred tax assets of $618,000 and a
corresponding full valuation allowance for the incremental stock-based compensation expense over the option
vesting periods for grants to individuals who were employed in tax jurisdictions where a tax deduction was
available. Accordingly, the Company has not recorded any tax benefit in the consolidated statements of operations.
The payroll tax consequences assaciated with the voluntary review of historical stock option granting practices were
inconsequential.

The Company’s restatement also reflects previously unrecorded adijustments for the years ended Decgmber 31,
2004 for support and services revenues and allowance for doubtful accounts expense not related to accounting for
stock options that were previously deemed to be immaterial on an interim and annual basis to its consolidated
financial statements. None of the previously unrecorded adjustments individually or in aggregate exceeded 1.5% of
the Company’s previously reported net loss from operations or net loss in any annual period.
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The following table presents the impact of the restatement adjustments, if any, for stock-based compensation

and previously unrecorded adjustments on the Company s net income (loss) for the years ended December 31, 1999
through 2006:

Restatement Adjustrnentﬁ

As Stock-based Previously
Previously Compensation Unrecorded Total As
Reported Adjustments Adjustments(1) Adjustments Restated
For the year ended December 31,

1999 ... ... . o $ (28,882) $§ 36 $ — $ 36 $ (28,918)
2000 ... (32,055) 17,544 — 17,544 (49,599)
2000 .« .o e e (129,175) 12,577 (336) 12,241 {141,416}
2002 .. e {148.616) (168) {623) (791) (147,825)
2003 ... e (47,531) 1,596 481 2,077 (49,608)
2004 ... (23,667 (76) (23) (99) (23,568)
2005 .. 617 (9} — ¢} 626
2000 ... .. e 6,437 _ —_ — 6,437

(1) Previously unrecorded adjustments reflect adjustments to support and services revenues of $(55,000),
$(904,000), $290,000 and $168,000 for the years ended December 31,2001, 2002, 2003 and 2004, respectively,
and adjustments to the allowance for doubtful accounts of $(281,000), $281,000, $191,000 and $(191,000) for
the years ended December 31, 2001, 2002, 2003 and 2004,

Accordingly, a reconciliation of ali restatement adjustments to accumulated deficit as of December 31, 2003 is
as follows (in thousands): '

Accumulated deficit as of December 31, 2003, as previously reported. .. ............ $(383,340)
Stock-based compensation expense adjustments through December 31, 2003.......... (31,585)
Previously unrecorded adjustments through December 31,2003 ................... 478
Impact of adjUStMENLS . . ... oLt e (31,107)
Accumulated deficit as of December 31,2003, asrestated . . ... ... $(414,447)

This Annual Report on Form 10-K reflects the restatement of the Company’s consolidated balance sheet as of
December 31, 2005, the related consolidated statements of operations, stockholders’ equity and comprehensive
income (loss), and cash flows for each of 2004 and 2005, and each of the quarters in 2005 and the condensed
consolidated balance sheets for the first three quarters of 2006.

The Company has also restated its deferred tax assets as of December 31, 2005 reducing its net operating loss
and research and development tax credit carryforwards. Upon review, The Company determined that such
carryforwards did not properly consider the impact of various statutory limitations and were overstated by
approximately $34.6 million. This adjustment did not impact the Company’s consolidated statements of operations,
balance sheets, stockholders’ equity and comprehensive income (loss), and cash flows as its deferred tax assets are
subject to valuation allowance. The Company’s net operating loss carryforwards are more fully described in
Note 16, “Income Taxes,” in the Notes to Consolidated Financial Statements.

In addition, the Company has restated the pro forma expense under Statement of Financtal Accounting
Standards No. 123, Accounting for Stock-Based Compensation, in Note 2, “Summary of Significant Accounting
Policies,” in the Notes to Consolidated Financial Statements to include these adjustments for 2004 and 2005.
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Financial Impact of the Restatement

The following table presents the effects of the stock-based compensation and previously unrecorded adjust-
ments made to the previously reported consolidated balance sheet as of December 31, 2005 (in thousands, except

per share amounts):

December 31, 2005

As As
Reported Adjustments Restated
Assets
Current assets; )
Cash and cash equivalents. . ... ... P $ 73,618 s — $ 73,618
Short-term iNVeStMEntS . . .. . .« .ottt et e e et e e e e 63,581 — 63,581
Accounts receivable, net . ... ... L. e 31,542 — 31,542
Prepaid expenses and other current assets .. .................. 4,732 — 4,732
Total Current assels . . . oo vt v e et e e e 173,473 —_ 173,473
Property and equipment, Det . . . ... ... ... e 5,044 — 5.044
Goodwill . ... e e 191,595 — 191,595
Other intangible assets, net. .. ... ... i 25,527 —_ 25,527
Other a888LS . . . o e e e 2,967 — 2,967
Total assels. . ... ... e e $ 398,606 $ — % 398,606
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable . ... ... ... .. L $ 238 $ — & 2318
Accrued liabilities .. ...... ... ... .. ... . . 24,371 — 24,371
Restructuring and excess facilities accrual . .. ................. 7,266 — 7,266
Deferred revenues. . .. ...t ii e 54,010 (501 53,509
Total current labilities . ... .. .. ... .0 i 87,965 (501) 87.464
Accrued liabilities . . ... ... . 2,761 — 2,761
Restructuring and excess facilities accrual . . ... ... e 9,681 — 9,681
Total liabilities . ... ..., .. ... . . 100,407 (501) 99,906
Commitments and contingencies
Stockholders’ equity:
Preferred stock, $0.001 par value, 5,000 shares authorized at
December 31, 2005. . .. .. .. e — — —
Commeon stock, $0.001 par value, 125,000 shares, authorized at
December 31, 2005; 42,386 shares issued and outstanding at
December 31, 2005, respectively . . ... ... ... .. ... ... ..., 42 — 42
Additional paid-incapital ... ... ... ... .. L 705,908 31,500 737,408
Deferred stock-based compensation. . ... .................... (1,002) — (1,002)
Accumuiated other comprehensive loss . .. ................... (359) — (359)
Accumulated deficit . .. ... .. e (406,390) (30,999) {437,389)
Total stockholders” equity .. ......... ... ..ot iien. 298,199 501 298,700
Total liabilities and stockholders’ equity ... ... ... ........ $ 398,606 $ — $ 398,606
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The following table presents the effects of the stock-based compensation and previously unrecorded adjust-
ments made to the previously reported consolidated statements of operations (in thousands, except per share

amounts}:

Revenues:
License . ........oouvee-
Support and service. . .. .. ..

Total revenues . . ........

Cost of revenues: )
License . .........coonoun.n
Support and service........

Total cost of revenues . . ..

Grossprofit. . ............
Operating expenses:

Sales and marketing .......

Research and development. . .

General and administrative. . .

Amortization of intangible
assets . ...

Restructuring and excess
facilities charges
(recoveries) . ...........

Total operating expenses . .
Loss from dperations .......
Interest income and other, net . .

Income (loss) before provision
for income taxes ..........

Provision for income taxes. . .

Net income (loss) ...........

Basic net income (loss) per
common share) . ...... S

Shares used in computing basic
net income (loss) per
common share. . ..........

Diluted net income (loss) per
common share) ...........

Shares used in computing
diluted net income (loss) per
common share. . ..........

Year Ended December 31, 2005

Year Ended December 31, 2004

As As As As
Reported Adjustments Restated Reported Adjustments Restated
$ 67,754 $— $ 67,754 §$ 67,341 5 — $ 67,341

107,283 — 107,283 93,047 168) 92,879
175,037 — 175,037 160,388 {168) 160,220

15,262 — 15,262 13,336 13,336

42,280 (23} 42,257 38,743 19 38,762

57,542 (23) 57,519 52,079 19 52,098

117,495 23 117,518 108,309 (187} 108,122

70,718 13 70,731 72,532 112 72,644

31,489 (6) 31,483 31,874 (48) 31,826

14,491 7 14,498 13,986 (350) 13,636

3,358 — 3,358 4,541 — 4,541

(692} —_— (692) 9,782 — 9,782
119,364 14 119,378 132,715 (286) 132,429

(1,869) 9 (1,860) (24,4006) 99 (24,307)

3,574 — 3,574 1,725 — 1,725

1,705 9 1,714 (22,681) 99 (22,582)

1,088 — 1,088 986 -— 986
5 617 $9 ) $ 626 $(23,607) $ 9 $(23,568)
$§ 00 5§ — $ 001 $ (0.58) $ — $ (0.58)

41,751 — 41,751 40,494 —_ 40,494

0.01 $ — $ 001 $ (0.58) $ — $ (058

42,390 — 42,390 40,494 — 40,494
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The following tabie presents the cumulative adjustments to each component of stockholders’ equity at the end
of each year (in thousands): ' : ’

Additional Deferred Net Impact
Paid-in Stock-Based Accumulated to Stockholders’
As of December 31, ’ ’ Capital Compensation Deficit Equity
2001 ... $(40,916) $10,759 $29,821 $(336)
2002 ., $(33,748) $ 3,759 $29,030 $(959)
2003 .. e $(32,220) $ 635 $31,107 $(478)
2004 ... .. e et $(31,603) 3 94 $31,008 $(501)
2005 .. $(31,500) 5 — $30,999 $(501)
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The following table presents the effects of the stock-based compensation and related tax adjustments made 10
the previously reported consolidated statements of cash flows (in thousands):

Year Ended. December 31, 2005 Year Ended December 31, 2004

As As As As
Reported Adjustments Restated  Reported  Adjustments Restated

Cash flows from operating activities:
Netincome (1088} . ... ... oo ievvu .. $ 617 59 $ 626 $(23,667) § 99 $ (23,568)
Adjustments to reconcile net income {loss)
1o net cash provided by (used in)
operating activities:

Depreciation. . . ........cvvieennan 3,728 — 3,728 4,276 — 4276
Amortization of deferred stock-based
COMPEnsation . ................. 1,743 9) 1,734 4,982 (76) 4,906
Amortization of intangible assets and
purchased technology . ............ 15,499 — 15,499 15,177 — 15,177
Reduction in allowance for doubtful
accounts and sales returns. .. .. ... .. (531) — (531) (612) — ®612)
Changes in operating assets and
liabilities:
Accounts receivable . ... ..., ... . (1,749) —-— (1,749) 6,154 (191} 5,963
Prepaid expenses and other assets . . .. 2,423 — 2,423 579 - 579
Accounts payable and accrued
labilities . . .. ... ... ... ... {992) - (992} 528 — 528
Restructuring and excess facilities
accrual ... (8.,735) — (8.735)  {(20,620) — (20,620)
Deferred revenues ... ......... ... 3,515 — 3,515 5,971 168 6,139
Net cash provided by (used in)
operating activities . . ........... 15,518 e 15,518 (7,232) — (7,232)
Cash flows from investing activities:
Purchases of property and equipment . . ... (2,848) —_ (2,848) (2,704) — (2,704}
Purchases of investments . . ............ (86,274) — (86,274) (118,378) — (118,378}
Maturities and sales of investments. . . . . .. 134,275 - 134,275 117,249 — 117,249
Acquisition of business and technologies,
net of cash acquired. . .. ............ (16,596) e (16,596) (1,172) — (1,172)
Net cash provided by (used in} investing
actvities. . ... ... 28,557 i 28,557 (5,005) — (5,005)
Cash flows from financing activities:
Payment of bank borrowings . .......... — — -— (1,213) — (1,213)
Net proceeds from issuance of common
SIOCK v v e 7,102 — 7,102 5,821 — 5,821
Net cash provided by (used in) financing
ACHVILIES . v v v v e e 7,102 = 7,102 4,608 — 4,608
Effect of exchangerates .. .............. (25) — (25) 34 — 34
Net increase (decrease) in cash and cash
equivalents. . ... ai e 51,152 — 51,152 (7.595) — (7.595)
Cash and cash equivalents at beginning of
period . ... 22,466 = 22,466 30,061 — 30,061
Cash and cash equivalents at end of period . . . $ 73,618 $— $ 73618 $ 22466 § — $ 22,466

In addition, the Company has restated the pro forma expense under SFAS No. 123 in Note 13, “Stockholders’
Equity” to include an additional stock-based compensation expense increase of $1.1 million and $1.9 million for the
years ended December 31, 2005 and 2004, respectively.
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Internal Revenue Code Section 409A

Certain adjustments to the measurement dates of stock options that resulted in addittonal stock-based
compensation expense also illuminated an additional and separate exposure for employee-borne taxes under
Internal Revenue Code (“IRC”) Section 409A (“409A”), The tax is a 20% assessment on certain types of equity
compensation award income, including gains on discounted options. The state of California also assesses this tax.
Because the Company’s employees were unaware of the tax at the time their options were granted and unaware that
some options they received would subject them to these taxes, the Company is considering entering into
arrangements with both the United States Internal Revenue Service and the state of California to discharge these
obligations, on behalf of its emplayees, directly with the taxing authorities for all periods through December 31,
2006. The Company also is considering paying the associated penalties and interest,

If the Company enters into these arrangements, the expense associated with discharging its employees’ 409A
exposure for all pertods through December 31, 2006 may be reflected in its 2007 consolidated financial statements
if the Company makes the decision to assume these obligations before December 31, 2007. In addition, the
Company intends to provide its employees with the opportunity to remedy their outstanding stock options that are
subject to potential penalties under 409A. The resulting financial impact will be reflected in the period in which the
remedial action is finalized. The Company does not expect the resulting financial impact to materially affect its
consolidated financial condition and results of operations. -

4. Mergers and Acquisitions

In August 2005, the Company acquired Scrittura, Inc. (“Scrittura™), a provider of document automation
software for the non-exchange based trading operations of financial services companies. The aggregate purchase
price of this acquisition was $18.1 million, which included cash payments of $16.3 million, the assumption of
Scrittura stock options valued at $1.4 million and transaction costs of $440,000. The terms of the acquisition
agreement provided for an additional payment of up to $2.0 million if certain revenue and operating margin goals
were achieved during the period beginning on the acquisition date and ending on December 31, 2005. As the earn-
out related targets were not achieved as of December 31, 2005, no adjustments were recorded to the purchase price.
The purchase price for this acquisition was allocated to purchased technology of $7.4 million, non-competition
covenants of $2.1 million, customer list of $1.3 million, customer backlog of $251,000, goodwill of $6.1 million
and unamortized stock compensation of $1.2 million less the fair value of net liabilities of $226,000. The results of
operations of Scrittura have been included in the consolidated resulis of operations of the Company since August 16,
2005. Pro forma results of operations have not been presented because the effect of the acquisition was not material
1o the Company. :

In August 2004, the Company acquired certain assets and assumed certain liabilities of Sofiware Intelligence,
Inc. (“Software Intelligence™), a provider of records management systems, The aggregate purchase price of this
acquisition was $1.6 million, which included issuance of 118,042 shares of the Company’s common stock with an
estimated fair value of $782,000, assumed liabilities of $693,000 and transaction costs of $156,000. The terms of
the acquisition agreement provided for an additional payment of $200,000 if certain software license revenue goals
were achieved during the period beginning on the acquisition date and ending on December 31, 2005. As the eam-
out targets were not achieved as of December 31, 2005, no adjustments were recorded to the purchase price. The
purchase price for this acquisition was allocated to purchased technology of $1.2 million, customer list of $303,000
. and goodwill of $215,000 less the fair value of assumed liabilities of $84,000. The results of operations of Software
Intelligence have been included in the consolidated results of operations of the Company since August 12, 2004.
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5. Cash, Cash Equivalents and Short-term Investments

The following is a summary of the Company’s cash, cash equivalents and short-term investments (in

thousands):

Cash eguivalents:
Commercial paper . ............ ... ...
Money market funds .. ....... .o o

Total cash equivalents ..................
Total cash and cash equivalents . ... .........

Short-term investments:
Government agencies. . ... ...vevonnvens -
Corporate obligations. . .. .................
Commercial paper . .. ..... ...
Certificates of deposit .. ... ...............

Total short-term investments. .. ...........

Total cash, cash equivalents and
short-term investments. . . .. ... oo ov v

Cash equivalenis:
Government agencies. . ... ... ..« oo
Commercial paper . .. ......ovneven s
Money market funds .. ...... ...

Total cash equivalents .. ................
Total cash and cash equivalents .. ...........

Short-term investments:
Government agencies. . . ........ ..
Corporate obligations. . ....... ... ...
Commercial paper. .. .......ooveencenvann
Total short-term investments. ... ..........

Total cash, cash equivalents and short-term
INVESHMENES - « o o o oo i ee e e e e imerianenns
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December 31, 2006

Gross Gross Estimated

Unrealized Unrealized Fair

Cost Gains Losses Value
$ 37,950 $— $ — $ 37,950
29,176 — — 29,176
6993  — — 6,993
36,169 — — 36,169
74,119 — — 74,119
73,646 6 (35} 73,617
21,592 — (36). 21,556
5,659 2 (23) 5,638
1,531 — — 1,531
102,428 8 (94) 102,342
$176,547 $8 $94) $176,461

December 31, 2005

Gross Gross Estimated

Unrealized Unrealized Fair

Cost Gains Losses Value
$ 24,017 $— $ —  $24017
10,671 — - 10,671
33,498 — — 33,498
5,432 — — 5,432
49,601 — — 49,601
73618  — — 73,618
60,060 1 (326) 59,735
3,359 { (12) 3,348
530 — (32) 498
63,949 2 (370) 63,581
$137,567 $2 $(370) $137,199
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In accordance with FASB Staff Position 115-1, The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments, the following table summarizes the fair value and gross unrealized losses
related to available-for-sale securities, aggregated by investment category and length of time that individual
securities have been in a continuous unrealized loss position, at December 31, 2006 {in thousands):

Less Than 12 Months More Than 12 Months Total
Gross Gross Gross
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Government agencies .. .. .. $45,243 $(23) $7.585 $(12) $ 52,828 $(35)
Comumercial paper ........ 27,119 22) 601 (1) 27,720 (23)
Corporate obligations . . .. .. 21,055 (36) 501 -— 21,556 (36)

$93,417 (8L 38,687 $(13) $102,104 $(94)

Market values were determined for each individual security in the investment portfolio. The declines in value
of these investments are primarily related to changes in interest rates and are not other-than-temporarily impaired.

The following table summarized the cost and estimated fair value of the Company’s cash equivalents and short-
term investments by contractual maturity at December 31, 2006 (in thousands):

Fair

. Cost Value
Due withinone year .. ... ... ... .. . .. . . . $ 89,118 §$ 89,095
Dueoneyeartofive years. . ..., ... ...ttt 49479 49,416

$138,597 $138,511

6. Property and Equipment

Property and equipment consisted of the following (in thousands):

December 31,
2006 2005
Computer software and equipment. .. ........ ... ... ... ... $33,001  $31,685
Furniture and office equipment . . ..... ... ... . ... . .. . e 3,510 3,929
Leasehold improvements. . ... .. ... .. ... . ... ... e 10,938 10,719
47,449 46,333
Less: accumulated depreciation and amortization . ., . ................... 42,634 41,289

$ 4815 $ 504

.Property and equipment are carried at cost less accumulated depreciation and amortization. Depreciation and
amortization are computed using the straight-line method. The estimated useful lives of computer software and
equipment are three years, The estimated useful lives of furniture and office equipment are three to five years.
Amonization of leasehold improvemenis is computed using the shorter of the remaining facility lease term or the
estimated usefu! life of the improvements. Depreciation and amortization expense was $3.8 million, $3.7 miilion
and $4.3 million in 2006, 2005 and 2004, respectively.
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7. Goodwill and Other Intangible Assets

The carrying amount of the goodwill and other intangible assets as of December 31, 2006 and 2005 are as
follows {in thousands):

) 2006 2005
Gross Gross
Carrying Accumulated Net Carrving Accumulated Net

Amount Amortization Amount Amount Amortization Amount
Purchased technology ......... $44,103 $(38,119) $ 5984 $42381 ' §(26,783) $ 15,598
Patents and patent applications . . 4,506 (4,447) 59 4,506 (3.152) 1,354
Customer list ............... 12,831 (9,584) 3,247 12,831 (6,272) 6,559
Existing contract. .. .......... 153 (153 —_ 251 (120) 131
Non-compete agreements . ... .. 9,009 (7.644) 1,365 9,009 (7,124) 1,885
Other intangible assets. . ... .. $70,602 $(59,947) 10,655 $68,978 $(43,451) 25,527
Goodwill ......... ... ...... : 190,935 191,595
$201,590 $217,122

Intangible assets, other than goodwill, are amortized over estimated useful lives of between 24 and 48 months.
The weighted average life for purchased technology, patents, customer list, existing contract and non-compete
agreements is 3.1 years, 3.1 years, 3.9 years, 3.0 years and 2.5 years, respectively. The aggregate amortization
expense of intangible assets was $16.5 million, $15.5 mllion and $15.2 million for 2006, 2005 and 2004,
respectively. Of the $16.5 million amortization of intangible assets recorded in 2006, $13.2 million was recorded in
cost of license revenues and $3.3 million was recorded in operating expenses. Of the $15.5 million amortization of
iintangible assets recorded in 2005, $12.1 million was recorded in cost of license revenues and $3.4 million was
recorded in operating expenses. Of the $15.2 million amortization of intangible assets recorded in 2004,
$10.7 million was recorded in cost of license revenues and $4.5 million was recorded in operating expenses.
The estimated aggregate amortization expense of acquired intangible assets is expected to be $7.3 million in 2007,
$2.9 million in 2008 and $445,000 in 2009.

The Company does not amortize goodwill in accordance with SFAS No. 142. The changes in the carrying
amount of goodwill for 2006 and 2005 are as follows (in thousands): .

December 31,
2006 2005
Beginning balance. . ... ... .. .. $191,595 $185.464
Goodwill recorded in business combinations . ......... .. ... .o — 6,131
Subsequent goodwill adjustments. ... ... ... i (660} —
Ending balance . .. ........oo it $190,935 $191,595

The subsequent goodwill adjustments in 2006 relate to the realization of net operating loss carryforwards from
acquired businesses.
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8. Accrued Liabilities

Accrued liabilities consisted of the following (in thousands):

December 31,
) 2006 2005
Accrued compensation . ................ e e $17,043  $12718
Professional SerVICES . . .. . vt i e e e 3,906 2,257
Deferred rent . ... ... ... . . e 2,937 3,705
Sales and income taxes. .. .. e e e e e e e 2,671 2,180
L 1§ 1=) 7,860 6,272

$34,417  $27,132

9. Restructuring and Excess Facilities

At various times since 2001, the Company implemented restructuring and facility consolidation plans to
improve operating performance. Restructuring and facilities consolidation costs consist of workforce reductions,
the consolidation of excess facilities and the impairment of leasehold improvements and other equipment associated
with abandoned facilities.

Workforce Reductions

In 2004, the Company implemented a restructuring plan in certain of its European locations, and within its
professional services organization to better align its expenses with expected future revenues. These actions resulted
in the termination of 28 employees and, as a result, the Company recorded in 2004 a charge of $1.7 million
associated with these workforce reductions. The employee terminations were substantially completed by
December 31i, 2004,

In 2005, the Company resolved certain outstanding matters associated with the terminations in 2004 and,
accordingly, reversed $365,000 of the previously recorded restructuring accrual related to litigation exposure and
expected legal costs. At December 31, 2005, $34,000 remained accrued for workforce-related restructuring.

In 2006, the Company resolved the remaining outstanding matter relating to a prior workforce reductlon
Accordingly, no accrual for workforce reductions exists as of December 31, 2006.

Excess Facilities

In 2004, the Company performed its ongoing evaluation of excess facilities. As a result, the Company revised
its sublease assumptions associated with certain of its excess facilities, abandoned a leased facility in Germany and
elected to terminate a portion of its headquarters lease in Sunnyvale, California and a lease in Chicago, Illinois. As a
result of these actions, the Company recorded a charge of $8.1 million in 2004.

In 2005, the Company reversed $462,000 of the previously recorded restructuring accrual as a result of
subleasing an excess facility in Mountain View, California, which sublease was not previously anticipated or
considered probable. Further, the Company revised its estimates of certain sublease assumptions and lease exit costs
and reversed $153,000 of previously recorded excess facilities accrual. Restructuring and excess facilities charges
in 2005 includes $288,000 associated with the accretion of discounted future lease payments associated with
facilities leases recorded under SFAS No. 146,

In 2006, the Company entered into an extension of a sublease agreement for one of its excess facilities located
in the San Francisco Bay Area. This sublease extension resulted in a change in the Company’s estimate of expected
sublease income for this excess facility. Accordingly, the Company reversed $630,000 of the previously recorded
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restructuring accrual. The Company also reversed $406,000 of the previously recorded restructuring accrual as a
result of revisions to estimated operating expenses for certain of its previously abandoned facilities. The Company
also reversed $15,000 of the previously recorded restructuring accrual related to litigation exposure and expected
legal costs since certain outstanding matters associated with an employee termination were resolved. Restructuring
and excess facilities charges in 2006 includes $149,000 associated with the accretion of discounted future lease
payments associated with facilities leases. )

At December 31, 2006, the Company had $8.7 million accrued for excess facilities, which is payable through
2010. This accrual includes minimum lease payments of $9.8 million and estimated operating expenses of
$1.7 million offset by estimated sublease income of $2.8 million and the present value discount of $28,000 recorded
in accordance with SFAS No. 146. The facilities costs were estimated as of December 31, 2006. The Company
reassesses this estimated liability each period based on current real estate market conditions. Most of the Company’s
excess facilities have been subleased at rates below those the Company is required to pay under its lease agreements.
Those facilities that are not subleased are being marketed for sublease and are currently unoccupied. Accordingly,
the estimate of excess facilities costs could differ from actual results and such differences could result in additional
charges or credits that could materially affect the Company’s consolidated financial condition and results of
operations. '

The excess facilities charges have had a material impact on the Company’s consolidated results of operations
and will require additional cash payments in future periods. The following table summarizes the estimated
payments, net of estimated sublease income and the impact of discounting, associated with these charges (in
thousands):

. Excess
Years Ending December 31, Facilities
1107 35,155
10 S I 1,553
241 O 1,080
03 10 U R R _ 936

‘ ’ 8,724
Present value discount of future lease payments . .. ... . ...ty (28)
38,696
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The following table summarizes the activity in the restructuring and excess facilities accrual (in thousands):

Non-Cancelable

Work Lease

Force Commitments

Cost and Other Total
Balance at January 1,2004 ... ... .. ... .. . ... ..., $ 2,651 $ 43,468 $ 46,119
Restructuring and excess facilities charges. .. ............ 1,654 8,128 9,782
Cashpaymentsandother. . ... ....... ... ... ...... ... (3,649 (26,570) {30,219)
Balance at December 31,2004 . ... ................... 656 25,026 25,682
Restructuring and excess facilities recoveries . . ... .. e (365) (327) (692)
Cashpayments .. .. ... ... i (257) (7,786) {8,043)
Balance at December 31,2005 .. ..., 34 16,913 16,947
Restructuring and excess facilities recoveries. ... ......... (15) (887 (902)
Cash payments andother. . . ., ... . ... . ... ... ....... (19) (7,330) (7,349)
Balance at December 31,2006 .. ... .................. $ — $ 8,696 $ 8,696

10. Bank Berrowings

The Company entered into a line of credit agreement with a financial institution, which was amended in July
2006. The amended line of credit provides for borrowings up to $13.0 million. Borrowings under the line of credit
agreement are secured by cash, cash equivalents and short-term investments. The line of credit bears interest at the
lower of 1% below the bank’s prime rate, which was 8.25% at December 31, 20086, or 1.5% above LIBOR in effect
on the first day of the term. The line of credit primarily serves as coltateral for letters of credit required by facilities
leases. The line of credit primarily serves as collateral for letters of credit required by facilities leases. There are no
financial covenant requirements associated with the line of credit. At December 31, 2006 and 2005, there were no
borrowings under this line of credit agreement,

11. Guarantees

The Company enters into standard indemnification agreements in the ordinary course of business. Pursuant to
these agreements, the Company indemnifies, holds harmless, and agrees to reimburse the indemnified party for
losses suifered or incurred by the indemnified party — generally, the Company’s business partners, subsidiaries
and/or customers in connection with any United States patent or any copyright or other intellectual property
infringement claim by any third party with respect to the Company’s products or services, The term of these
indemnification agreements is generally perpetual commencing after execution of the agreement. The potential
amount of future payments the Company could be required to make under these indemnification agreements is
unlimited, The Company has not incurred significant costs to defend lawsuits or settle claims related to these
indemnification agreements and does not expect the liability to be material.

The Company generally warrants that its software products will perform in all material respects in accordance
with the Company’s standard published specifications in effect at the time of delivery of the licensed products to the
customer. Additionally, the Company warrants that its support and services will be performed consistent with
generally accepted industry standards. If necessary, the Company would provide for the estimated cost of product
and service warranties based on specific warranty claims and claim history. The Company has not incurred
significant expense under its product or services warranties. As of December 31, 2006 and 2005, the Company does
not have or require an accrual for product or service warranties.

The Company may, at its discretion and in the ordinary course of business, subcontract the performance of any
of its services. Accordingly, the Company enters into standard indemnification agreements with its customers,

135 ~




INTERWOVEN, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

whereby customers are indemnified for acts of the Company’s subcontractors. The potential amount of future
payments the Company could be required to make under these indemnification agreements is unlimited. However,
the Company has general and umbrella insurance policies that enable it to recover a portion of any amounts paid.
The Company has not incurred significant costs to defend lawsuits or settle claims related to these indemnification
agreements. As a result, the Company believes the estimated fair value of these agreements is not significant.
Accordingly, the Company has no liabilities recorded for these agreements at December 31, 2006 and 2005.

12. Commitments and Contingencies

The Company leases its main office facilities in San Jose, California and various sales offices in North
America, Europe and Asia Pacific under non-cancelable operating leases, which expire at various times through
July 2016. The Company has entered into a lease for a new headguarters facility in San Jose, California, consisting
of approximately 110,000 square feet. The lease will commence August 1, 2007 and expire on July 31, 2014. Rent
expense for 2006, 2005 and 2004 was $10.2 million, $9.9 million and $9.8 million, respectively.

Future minimum lease payments under non-cancelable operating leases, as of December 31, 2006, are as
follows (in thousands):

Future

Occupied Excess Lease
Years Ending December 31, Facilities Facilities Payments
2007 . e e $ 8389  $5498  $13,887
] 4,144 1,973 6,117
2000 e e e 2,731 1,258 3,989
2000 e e e 2,673 1,049 3,722
.03 1 2,826 — 2,826
After 2011 .. . e 10,078 — 10,078

$30,841  $9.778  $40,619

Of these future minimum lease payments, the Company has accrued $8.7 million in the restructuring and
excess facilities accrual at December 31, 2006. This accrual also included estimated operating expenses of
$1.7 million and was net of estimated sublease income of $2.8 million and a present value discount of $28,000.

At December 31, 2006, the Company had $12.4 million outstanding under standby letters of credit with
financial institutions, which are secured by cash, cash equivalents and investments. These letter of credit
agreements are associated with the Company’s operating lease commitments for its facilities and expire at various
times through 2016.

Beginning in 2001, the Company and certain of its officers and directors and certain investment banking firms
were named as defendants in a securities class action lawsuit brought in the Southern District of New York. This
case is one of several hundred similar cases that have been consolidated into a single action in that court. The case
alleges misstatements and omissions concerning underwriting practices in connection with the Company’s public
offerings. The plaintiff secks damages in an unspecified amount. In October 2002, the Company’s officers were
dismissed without prejudice as defendants in the lawsuit. In February 2003, the District Court denied a motion to
dismiss by all parties. Although the Company believes that the plaintiffs™ claims have no merit, in July 2003, the
Company decided to participate in a proposed settlement to avoid the cost and distraction of continued litigation. A
settlement proposal was preliminarily approved by the District Court. However, in December 2006, the Court of
Appeals reversed the District Court’s finding that six focus cases could be certified as class actions. In April 2007,
the Court of Appeals denied the plaintiffs’ petition for rehearing, but acknowledged that the District Court might
certify a more limited class. At a June 2007 status conference, the District Court terminated the proposed settlement
as stipulated among the parties. In August 2007, plaintiffs filed an amended complaint in the six focus cases (o test
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the sufficiency of their class allegations. In November 2007, defendants in the focus cases filed a motion to dismiss
the complaint for failure to state a claim. All matters in the case, including any settlement proposal, await
determination of this motion to dismiss and any motion by plaintiffs to certify a newly defined class. If a new
complaint is filed against the Company, the Company would continue to defend itself vigorously. Any liability the
Company incurs in connection with this lawsuit could materially harm its business and financial position and, even
if it defends itself successfully, there is a risk that management’s distraction in dealing with this lawsuit could harm
its results. In addition, in October 2007, a lawsuit was filed in the United States District Court for the Western
District of Washington by Vanessa Simmonds, captioned Simmonds v. Bank of America Corp., No. 07-1585,
alleging that the underwriters of the Company’s initial public offering violated section 16(b) of the Securities
Exchange Act of 1934, 15 U.S.C. section 78p(b), by engaging in short-swing trades, and seeks disgorgement to the
Company of profits in amounts to be proven at trial from the underwriters. The suit names the Company as a
nominal defendant, contains no claims against the Company, and seeks no relief from the Company.

On Qctober 24, 2007, Interwoven was notified by the Staff of the Securities and Exchange Commission that no
enforcement action is currently being recommended with respect to the Company’s histarical stock option granting
practices.

From time to time, in addition to those identified above, the Company is subject to legal proceedings, claims,
investigations and proceedings in the ordinary course of business, including claims of alleged infringement of third-
party patents and other intellectual property rights, commercial, employment and other matters. In accordance with
generally accepted accounting principles in the United States of America, the Company makes a provision for a
liability when it is both probable that a liability has been incurred and the amount of the loss can be reasonably
estimated. These provisions are reviewed at least quarterly and are adjusted to reflect the impacts of negotiations,
settlernents, rulings, advice of legal counsel and other information and events pertaining to a particular matter,
Litigation is inherently unpredictable. However, the Company believes that it has valid defenses with respect to the
legal matters pending against the Company. It is possible, nevertheless, that the Company’s consolidated financial
position, cash flows or results of operations could be affected by the resolution of one or more of such contingencies.

13. Stockholders’ Equity
Preferred Stock

The Company is authorized to issue 5.0 million shares of preferred stock with a par value of $0.001 per share.
Preferred stock may be issued from time-to-time in one or more series. The Board of Directors is authorized to
provide for the rights, preferences, privileges and restrictions of the shares of such series. As of December 31, 2006,
no shares of preferred stock had been issued.

-

Common Stock

The Company has authorized 125.0 million shares of common stock with a par value of $0.001 per share. Each
share of common stock has the right to one vote. The holders of common stock are also entitled to receive dividends
whenever funds are legally available and when declared by the Board of Directors, subject to the rights of holders of
all classes of stock having priority rights as to dividends. No cash dividends have been declared or paid through
December 31, 2006.

14. Employee Benefit Plans and Stock-Based Compensation

At December 31, 2006, the Company has an employee stock purchase plan, a 401 (k) plan and five stock option
plans.
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Employee Stock Purchase Plan

In September 1999, the Company adopted the 1999 Employee Stock Purchase Plan and reserved
300,000 shares of common stock for issuance thereunder. Each January 1, the aggregate number of shares reserved
for issuance under this plan will increase automatically by a number of shares equal to 1% of the Company’s
outstanding shares on December 31 of the preceding year. The aggregate number of shares reserved for issuance
under this plan shall not exceed 3.0 million shares. Employees generally are eligible to participate in the ESPP if
they are employed by the Company for more than 20 hours per week and more than five months in a calendar year
and are not 5% stockholders of the Company. Under this plan, eligible employees may select a rate of payroll
deduction between 1% and 15% of their cash compensation subject to certain maximum purchase limitations. Prior
to November 1, 2005, each offering period had a maximum duration of two years and included four six-month
purchase periods. Offering periods and purchase periods begin on May 1 and November 1 of each year. The price at
which the common stock is purchased under the ESPP is 85% of the lesser of the fair market value of the Company’s
common stock on the first day of the applicable offering period or on the last day of that purchase period. Effective
November 1, 2005, the Board of Directors approved an amendment to the ESPP to shorten the existing 24-month
offering period to a 6-month offering period. Under the amended ESPP, the participants are entitled to purchase
shares at 85% of the lesser of the common stock fair market value either at the beginning or at the end of the 6-month
offering period. Approximately 195,000, 251,000 and 329,000 shares of common stock were issued under the ESPP
in 2006, 2005 and 2004, respectively, at an average price of $8.30, $6.52 and $6.65 per share in 2006, 2005 and
2004, respectively. At December 31, 2006, 672,000 shares were available for issuance.

Prior Stock Option Plans

The Company’s 1996 Stock Option Plan and 1998 Stock Option Plan provide for the issuance of options to
acquire 3,766,666 shares of common stock. These plans provide for the grant of incentive stock options to
employees and nonqualified stock options to employees, directors and other eligible participants. Options granted
under these plans vest at various terms, typically four years, determined by the Board of Directors and remain
exercisable for a period not to exceed ten years. All of the shares of common stock that were available for issuance
and not subject to outstanding awards under the plans when the 1999 Equity Incentive Pian became effective,
became available for issuance under the 1999 Equity Incentive Plan. Options are no longer granted under these
plans.

1999 Equity Incentive Plan

In September 1999, the Company adopted and stockholders approved the 1999 Equity Incentive Plan. As of
December 31, 2006, the aggregate number of shares of common stock reserved for issuance thereunder since
inception of the plan was 6.9 million shares. The 1999 Equity Incentive Plan authorized the award of stock options,
restricted stock, restricted stock units and stock bonuses. There were a total of 1.3 million shares authorized and
available for new grants under the 1999 Plan at December 31, 2006. No person will be eligible to receive more than
1.0 million shares in any calendar year pursuant to awards under this plan other than a new employee who will be
eligible to receive no more than 1.5 million shares in the calendar year in which such employee commences
employment. Options granted under this plan may be either incentive stock options or nonqualified stock options.
Incentive stock options may be granted only to Company employees (including officers-and directors who are also
employees). Non-qualified stock options may be granted to employees, officers, directors, consuliants, independent
contractors and advisors of the Company.

Options under the 1999 Equity Incentive Plan may be granted for periods of up to ten years and, except for
certain stock options identified in the Audit Committee review of historical stock option granting practices, have not
been granted at prices less than 85% of the estimated fair value of the shares on the date of grant as determined by
the Board of Directors, provided, however, that (i) the exercise price of an incentive stock option may not be less
than 100% of the estimated fair value of the shares on the date of grant, and (ii) the exercise price of an incentive
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stock option granted to a 10% stockholder may not be less than 110% of the estimated fair value of the shares on the
date of grant. Options granted under the 1999 Plan typically vest over four years based on continued service.
Restricted stock units, which represent the right to receive shares of the common stock of the Company on a one
share for one unit basis on the settlement date, granted under the 1999 Plan typically vest over four years based on
continued service.

Members of the Board of Directors, who are not employees of the Company, or any parent, subsidiary or
affiliate of the Company, are eligible to participate in the 1999 Equity Incentive Plan. The option grants under this
plan are automatic and nondiscretionary, and the exercise price of the options must be 100% of the fair market value
of the common stock on the date of grant. Each eligible director will initially be granted an option to purchase
10,000 shares on ihe date of election to the Board of Directors. Immediaiely following each annual meeting of the
Company’s stockholders, each eligible director will automatically be granted an additional option to purchase
10,000 shares if such director has served continuously as a member of the Board of Directors since the date of such
director’s initial grant or, if such director was ineligible to receive an initial grant. The term of such options is ten
years, provided that they will terminate three months following the date the director ceases to be a director of the
Company (12 months if the termination is due to death or disability). All options granted to directors under the 1999
Equity Incentive Plan vest 100% on the date of grant.

2000 Stock Incentive Plan

In May 2000, the Company adopted the 2000 Stock Incentive Plan. As of December 31, 2006, the aggregate
number of shares of common stock reserved for issuance thereunder since inception of the plan was 3.0 miltion
shares. The 2000 Stock Incentive Plan authorized the award of stock options, restricted stock and restricted stock
units, There were a total of 1.4 million shares authorized and available for new granis under the 2000 Plan at
December 31, 2006. Only nonqualified stock options will be granted under this plan. Nonqualified stock options
may be granted to employees, officers, directors, consultants, independent contractors and advisors of the
Company. Awards granted to officers of the Company may not exceed the aggregate of 40% of all shares that
are reserved for grant. Awards granted as restricted stock to officers of the Company may not exceed the aggrepate
of 40% of all shares that are granted as restricted stock.

Options under the 2000 Stock Incentive Plan may be granted for periods of up to ten years and at prices no less
than par value of the shares on the date of grant. Restricted stock issued under the 2000 Stock Incentive Plan may be
granted at prices no less than par value of the shares on the date of grant. Options and restricted stock units granted
under the 2000 Plan typically vest over four years based on continued service.

2003 Acquisition Plan

In connection with the Company’s merger with iManage in November 2003, the Company adopted the 2003
Acquisition Plan and reserved 503,000 shares of common stock for issuance thereunder, as permitted by the
NASDAQ Marketplace Rules. The 2003 Acquisition Plan authorized the award of options. Only nonqualified stock
options are granted under this plan. Nonqualified stock options may be granted to any employee, officer, director,
consultant, independent contractor or advisor of the Company who provided services to iManage immediately prior
to the merger. Options under the 2003 Acquisition Plan may be granted for periods of up to ten years and at prices no
less than the fair market value of the shares on the date of grant.

Adoption of Statement of Financial Accounting Standard No. 123R

SFAS No. 123R requires the measurement of all share-based payments to employees, including grants of
employee stock options and restricted stock units, using a fair value-based method, and requires the recording of
such expense in the Company’s consolidated statements of operations. The pro forma disclosures previously
permitted under SFAS No. 123 are no longer an alternative to financial statement recognition. The Company elected
to use the modified prospective transition method as permitted by SFAS No. 123R, in which compensation cost was
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recognized for year ended December 31, 2006 {a) based on the grant date fair value estimated in accordance with the
provisions of SFAS No. 123R for all share-based payments granted on or after January {, 2006 and (b) based on the
grant date fair value estimated in accordance with original provisions of SFAS No. 123, for all awards granted to
employees prior to but remaining unvested as of January 1, 2006, adjusted for estimated pre-vesting forfeitures.

The following table summarizes the stock-based compensation expense for stock options, restricted stock units
and purchases under the ESPP that the Company recorded in accordance with SFAS No. 123R for the year ended
December 31, 2006 (in thousands);

COSE O TEVEIUES .« « v v v v e e e e et e e e e e e et e e et ettt ettt e et e $ 672
Sales and marketing . . . . . .. e 1,327
Research and develODMENnt . . .. .. .. it i e e 968
General and adminisiatiVE . . . . ... i e e e et s 484

T $3451

Prior to the adoption of SFAS No. 123R, the Company presented deferred stock-based compensation as a
separate component of stockholders’ equity. In accordance with the provisions of SFAS No. 123R, on January 1,
2006, the Company reclassified the remaining unamortized balance in deferred stock-based compensation to
additional paid-in capital on the consolidated balance sheet.

With the adoption of SFAS No. 123R, the Company elected to amortize stock-based compensation for stock
options and restricted stock units granted on or after the adoption of SFAS No. 123R on January 1, 2006 on a
straight-line basis over the requisite service {vesting) period. For stock options granted prior to January 1, 2006,
stock-based compensation is amortized on an accelerated basis, which is consistent with FIN No. 28.

Vaduation and Amortization Method.  Option-pricing models require the input of highly subjective assump-
tions, including the expected life and price volatility of the underlying stock. For options granted prior to January 1,
2006, the Company estimated the fair value of options granted using the Black-Scholes option valuation model and
a multiple option award approach. The fair value for these options is amortized on an accelerated basis. For stock
options granted on or after January 1, 2006, the Company estimated the fair value using the Black-Scholes option
valuation model and a single option award approach. The fair value for these options is amortized on a straight-line
basis. All options are amortized over the requisite service periods of the awards, which are generally the vesting
periods. Restricted stock units were issued with a zero exercise price. The fair value of the restricted stock units is
generally equal to their intrinsic value on date of grant and amortized on a straight-line basis over the vesting period.

Expected Life. The expected life of options granted represents the period of time that they are expected to be
outstanding. The Company estimated the expected life of options granted based on the Company’s history of option
exercise activity. For options granted prior to January 1, 2006, the Company used tranche-specific assumptions with
estimated expected lives for each of the four separate tranches. For options granted on or after January 1, 2006, the
Company derived a single expected life from the average midpoint among the four tranches.

Expected Volatility. The Company estimated the volatility based on historical prices of the Company’s
common stock over the expected life of each option. For options granted prior to January 1, 2006, the Company used
different volatility for each of the four separate tranches based on the expected life for each tranche. For options
granted on or after January 1, 2006, the Company calculated the historical volatility over the single expected life of
each option.

Risk-Free Interest Rate. The risk-free interest rates are based on the United States Treasury yield curve in
effect at the time of grant for periods corresponding with the expected life of the options.

Dividends. The Company has never paid cash dividends on its common stock and the Company does not
anticipate paying any cash dividends in the foreseeable future. Consequently, the Company used an expected
dividend yield of zero in the Black-Scholes option valuation model.

~
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Forfeitures, The Company used historical data to estimate pre-vesting option forfeitures. As required by
SEAS No. 123R, the Company recorded stock-based compensation only for those awards that are expected to vest.
For purposes of calculating pro forma information under SFAS No. 123 for periods prior to January 1, 2006, the
Company accounted for forfeitures as they occurred.

The fair value of each option is estimated on the date of grant using the Black-Scholes option valuation
method, with the following assumptions:
Years Ended December 31,

2006 2003 2004
Expected life from grant date of option (in
VOAIS) . 't ot e e 3.25 1.8-5.0 1.8-5.0
Risk-free interestrate. .. ................... 44%-5.1% 3.2% - 4.5% 2.6%-37%
Expected dividend yield . .. ................. 0.0% 0.0% 0.0%
Expected volatility . ... .................... 39.7% - 59.5% 39.2% - 70.9% 58.9% - 118.9%
Weighted average expected volatility. . .. ....... 46.0% 51.3% 111.8%

The fair value of each stock purchase right granted under the ESPP is estimated using the Black-Scholes option
valuation method, using the following assumptions:

Years Ended December 31,

2006 2005 2004
Expected life from grant date of ESPP (in ’

YEAS) © oottt e e e e 0.5 0.5t02 05102
Risk-free interestrate. . . ................. 49% - 5.1% 31%-4.1% 1.1% - 2.6%
Expected dividend yield. . ................ 00% 0.0% 0.0%
Expected volatility . . . ................... 298%-339% 279%-56.1% 45.0% - 83.0%
Weighted average expected volatility ........ 31.4% 49.2% 75.6%
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Stock Option and Restricted Stock Units Activities

A summary of stock option activity under the Company’s stock-based compensation plans is presented below
(in thousands except per share amounts and remaining contractual term):

Weighted-
Weighted- Average
Average Remaining Aggregate
Number of Exercise Contractual- Intrinsic
Shares Price Term Value
Qutstanding at January 1,2004............... 9,925 $25.83
Granted . .. ... ... .. e 3,819 10.12
EXEICISEd . o o v v v vt (632) 5.95
Forfeited orexpired ........... ... ....... (2,245) 29.65
Qutstanding at December 31,2004 ... ......... 10,867 $20.52
Granted ... ..o e 1,880 8.57
Assumed ... ... 320 3.67
Exercised . ...... ... .. . i (1,049) 5.21
Forfeited or expired . ........ ... ... ..... (1,973) 25.56 :
Outstanding at December 31,2005 ............ 10,045 $18.36 !
Gramted . ..o 915 10.64 |
Exercised ... ... ... ot (1,755 7.65
Forfeited or expired .......... ... ... ..... (2,965) 25.51
Outstanding at December 31, 2006 . ........... 6,240 $16.85 6.75 $27,626
Exercisable at December 31,2006 ............ 4,980 $18.65 6.21 $21,407
Vested and expecied to vest at December 31,
2006. .. e e 6,091 $17.01 6.69 $26,967

The estimated weighted average fair value of options granted under the stock option plans during 2006, 2005
and 2004 was $3.94, $3.62 and $7.03 per share, respectively. The intrinsic value of exercised stock options is
calculated based on the difference between the exercise price and the quoted market price of the Company's
common stock as of the close of the exercise date. The total intrinsic value of options exercised during 2006, 2005
and 2004 was $7.4 million, $3.3 million and $3.3 million, respectively.
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The following table summarizes information about stock options as of December 31, 2006 (number of options
in thousands);

Options Outstanding Options Exercisable
Weighted

Average Weighted Weighted
Remaining Average Number Average
Exercise Number of Contractual Exercise of Exercise

Prices Options Life (Years) Price Options Price
$ 01805 6.60 636 473 $ 478 599 $ 4.80
$669t0% 7.84 631 7.31 3 7.60 436 $ 7.56
$787t09% 870 659 8.26 $ 823 453 $ 825
$87610% 8.83 841 7.43 $ 883 841 $ 8.83
$ 8991w s %.51 692 8.60 $ 932 303 § 9.28
$ 9.60 w0 $t1.76 686 7.27 $ 107 497 $10.71
$11.92 10 $13.72 954 7.05 $ 1339 814 $13.51
$14.00 to $49.38 699 ' 5.04 s 20717 595 $30.16
$58.56 10 $289.64 442 3.61 $ 86.98 442 £86.98
6,240 6.75 $ 16.85 4,980 $18.65

A summary of restricted stock units activity under the Company’s stock-based compensation plans during the
vear ended December 31, 2006 is presented below (in thousands except per share amounts and remaining
contractual term):

Weighted- Weighted
Average Average
Grant Date Remaining Aggregate
Fair Value/ Contractual- Intrinsic
Shares Share Term Value
Outstanding at January 1,2006. ................ —_— $ —
Granted . ...... ... ... ... ... .. 719 8.65
Forfeited .......... ... ... ... .. . . .. 0o, .. £28) 8.58
Qutstanding at Decemnber 31,2006 ... ........... 691 $8.65 1.93 $10,137

S
1223
So
L]
Q0
&

Vested and expected to vest at December 31, 2006 .. 572 $8.65

The Company recorded $3.5 million in stock-based compensation expense for the year ended December 31,
2006. The stock-based compensation expense includes $2.3 million for stock options, $514,000 for restricted stock
units and $461,000 for the ESPP.

As of December 31, 2006, there was $7.8 million of total unrecognized stock-based compensation expense
related to unvested stock-based compensation arrangements granted under all of the Company’s equity compen-
sation plans. Total unrecognized stock-based compensation expense will be adjusted for future changes in estimated
forfeitures. The Company expects to recognize stock-based compensation expense over a weighted average period
of 2.7 years.

The Company received $15.0 million, $7.1 million and $5.8 million in cash from option exercises under all
stock-based payment arrangements and employee stock purchase plan for the years ended December 31, 2006, 2005
and 2004, respectively. In addition, for the years ended December 31, 2006 and 2005, the Company recognized
$18,000 and $80,000 in income tax benefits related to the exercise of stock options, respectively.
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Comparable Disclosures

As aresult of adopting SFAS No. 123R on January 1, 2006, the Company’s income before income taxes and net
income for the year ended December 31, 2006, is $2.6 million lower than if it had continued to account for share-
based compensation under APB No. 25. Basic and diluted income per share for the year ended December 31, 2006
are $0.06 lower than if the Company had continued to account for share-based compensation under APB No. 25!

On October 3, 2005, the Board of Directors approved the acceleration of vesting of approximately 3.2 million
“out-of-the-money™ unvested common stock options previously awarded to employees and officers under the
Company’s stock option plans. The exercise price of common stock options accelerated ranged in price from $8.35
per share 10 $67.60 per share and had a weighted average exercise price of $10.42 per share. The acceleration of
vesting was not conditioned on continued employment or other such restrictions; however, the holders of the
common stock options accelerated are required to refrain from selling any shares acquired upon exercise before the
date on which the shares to be sold would have vested had the vesting of common stock options not been
accelerated. The acceleration of these common stock options eliminated future stock compensation expense the
Company would otherwise have been required to recognize in its consolidated statement of operations with respect
to these common stock options upon the adoption of SFAS No. 123R in January 2006.

Tax Elections upon Adoption of Statement of Financial Accounting Standard No. 123R

SFAS No. 123R requires a company to calculate the pool of excess tax benefits, or additional paid-in capital
pool, available to absorb tax deficiencies recognized subsequent to adopting SFAS No. 123R, as if the company had
adopted SFAS No. 123 at its effective date of January 1, 1995. The Company has elected to use the short form
method under which the Company uses the cumulative effect of award grants to establish its hypothetical additional
paid-in capital pool.

Due to the adoption of SFAS No. 123R, some exercises result in tax deductions in excess of previously
recorded benefits based on the option value at the time of grant, or windfalls. The Company recognizes windfall tax
benefits associated with the exercise of stock options directly to stockholders’ equity only when realized.
Accordingly, deferred tax assets are not recognized for net operating loss carryforwards resulting from windfall
tax benefits occurring from January 1, 2006 onward. A windfall tax benefit occurs when the actual tax benefit
realized by the Company upon an employee’s disposition of a share-based award exceeds the deferred tax asset, if
any, associated with the award that the Company had recorded. As part of the adoption of SFAS No. 123R, the
Company has elected to use the “with and without” method for recognition of excess tax benefits related to stock
option exercises. As part of this election, the Company has also elected to exclude indirect benefits of stock option
exercises from equity and record these benefits in its tax provision.

401(k) Plan

The Company sponsors a defined contribution plan under Internal Revenue Service Code 401(k) (*401(k)
Plan™). Most United States employees are eligible to participate following the start of their employment, at the
beginning of each calendar month. Employees may contribute up 1o the lesser of 100% of their current compen-
sation to the 401(k) Plan or an amount up to a statutorily prescribed annual limit. The Company pays the direct
expenses of the 401(k) Plan and matches 25% of an employee’s contributions up to a maximum of $750 per year.
Contributions made by the Company vest immediately upon contribution. For the year ended December 31, 2006,
the Company’s matching contribution was $244,000. There were no matching contributions in 2005 or 2004.

144




INTERWOVEN, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

15. Interest Income and QOther

Interest income and other consisted of the following (in thousands): .
: Yezrs Ended December 31,

2006 2005 2004
INEEIEST INCOMIE .« .\ ot et s e e e e e e e et e e e v e $6,358 $3,744 $1962
Interest @XpEnse . .. ... ... e — (1) (43)
Foreign currency gain (1oss) .......... .. ..o, 132 12 (73)
Other ....... ... ... ... ... ... e e e e (166) (181 121y

$6,324  $3,574  $1,725

16. Income Taxes

- The compenents of income (loss) before provision for income taxes are as follows (in thousands):
Years Ended December 31,

2006 - 2005 ‘ 2004
As restated(1) As restated(1)
United States .. . ....... e $6,612 $ 137 $(23,922)
Foreign ... ..o e 2,028 1,577 1,340
$8,640 $1,714 $(22,582)

(1) The amounts for the years ended December 31, 2005 and 2004 have been restated to reflect adjusiments 1o the
Company’s income (loss) before provision for income taxes of $9,000 and $£99,000, respectively. See Note 3, -
“Restatement of Consolidated Financial Statements,” in Notes to Consolidated Financial Statements.

The provision for income taxes is comprised of the following (in thousands):
Years Ended December 31,

2006 2005 2004

Current:
Federal ............. [ $ 917 § 715 §—
State L. e e 152 96 107
Boreign .. .. e e e 1,134 917 879

$2,203 $1,088 $£986

The provision for income taxes differs from the amount computed by applying the statutory federal income tax
rate as follows (in thousands):
Years Ended December 31,
2006 2005 2004
As restated(1) As restated(1)

Income tax provision (benefit) at federal statutory rate of

O $ 2938 $ 583 $(7.678)

. State taxes, net of federal tax benefits . . ............... 163 77 71
Amortization of stock-based compensation ........... .. 360 476 1,180
Goodwill .. .. ... . 690 — —
Changes in valuation allowance. .. ... ... ............. (1,948) (48) 7,413

$ 2,203 $1,088 $ 986

(1) Income tax provision (benefit) at federal stawtory rate of 34% and timing differences not currently benefited for
the years ended December 31, 2005 and 2004 have been restated to reflect adjustments to the Company’s
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income (loss) before provision for income taxes of $9,000 and $99,000, respectively. Se¢ Note 3, “Restatement
of Consolidated Financial Statements,” in Notes to Consolidated Financial Statements.

United States income taxes and foreign withholding taxes were not provided for the undistributed earnings for
all non-United States subsidiaries. The Company intends to reinvest these earnings indefinitely in operations
outside of the United States. Deferred income taxes reflect the tax effects of temporary differences between the
carrying amounts of assets and liabilities for financial reporting purposes and the amounts used for income tax
purposes. The components of the net deferred income tax assets are as follows (in thousands):

December 31,

2006 2005
As restated

Deferred tax assets:

Net operating loss carryforwards . ....... ... .. i $39.937 §$63317
Deferred revenues ... .....covvin v [ — 397
Restructuring and excess facilities charges . ....................... 3,325 6,390
Accrued liabilities and allowances . ....... ...t 2,576 3,447
Tax credit carryforwards .. ... .. i 7,869 10,086
Depreciation and amortization .............. .. o i 14,863 17,546
Stock-based compensation . .. ....... ..o 1,274 1,733
Valuation allowanCe . . ... oo i e e e e e e {66,442) (93,965)
3,402 9,151
Deferred tax liabilities:

Non-deductible intangible assets. .. .. ... ... .o (3,402) (9,151)

$ — % —

As of December 31, 2006, the Company’s federal and California net operating loss carryforwards for income
tax purposes were approximately $184.8 million and $35.3 million, respectively. If not utilized, the federal net
operating loss carryforwards will begin to expire in 2011 through 2025, and the California net operating loss
carryforwards will begin to expire in 2011 through 2016. Under the Tax Reform Act of 1986, the amounts of and
benefits from net operating loss carryforwards may be impaired or limited in certain circumstances. Events which
cause limitations in the amount of net operating loss and credit carryforwards that the Company may utilize in any
one year include, but are not limited to, a cumulative ownership change of more than 50%, as defined, over a three-
year period. During 2006, the Company determined that its net operating loss and research and development tax
credit carryforwards did not properly consider the impact of various statutory limitations and the deferred tax assets
were overstated by approximately $34.6 million as of December 31, 2005. Accordingly, the Company has restated
its deferred tax assets to give effect to these limitations. The Company’s federal and California research tax credit
carryforwards for income tax purposes are approximately $5.8 million and $3.6 million, respectively. If not utilized,
the federal research tax credit carryforwards will begin to expire in 2011,

During 2006, the Company assessed the need for a valuation allowance against the deferred tax assets and
based on earnings history and projected future taxable income, management determined that it is more likely than
not that the deferred tax assets would not be fully realized. Accordingly, the Company has provided for a valuation
allowance against its net deferred tax assets at December 31, 2006 and 2005. The net change in the total valuation
allowance for the years ended December 31, 2006, 2005 and 2004 was a decrease of $29.2 million, an increase of
$491,000 and $12.1 million, respectively. Excess tax benefits from employee stock option exercises of $25.1 million
are included in deferred tax balances as of December 31, 2005 as a component of the Company’s net operating loss
and research and development tax credit carryovers. As a result of adopting SFAS No. 123R, the deferred tax asset
balances at December 31, 2006 did not include excess tax benefits from stock option exercises. The amount
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excluded at December 31, 2006 was $26.4 million. Equity will be increased by $26.4 million if and when such
excess tax benefits are ultimately realized. Additionally, while the Company has net operating loss carryforwards,
the amounts of and benefits from net operating loss carryforwards may be impaired or limited in certain
circumstances. Events which cause limitations in the amount of net operating loss that the Company may utilize
in any one year include, but are not limited to, a cumulative ownership change as defined under Sections 382 and
383 of the Internal Revenue Code. Additionally, net operating losses and credits related 1o companies that the
Company acquired or may acquire in the future may be subject to similar limitations.

17. Significant Customer Information and Segment Reperting

The Company’s chief operating decision-maker is considered to be Interwoven’s Chief Executive Officer. The
Chief Executive Officer reviews financial information presented on a consolidated basis, accompanied by
disaggregated information about revenues by geographic region for purposes of making operating decisions
and assessing financial performance. On this basis, the Company is organized and operates in a single segment: the
design, development and marketing of software solutions.

-~

The following table presents geographic information (in thousands):
Years Ended December 31,
2006 2005 2004
As restated(1)

Revenues:
United States . .. .. ... ... .. i $128,171  $119,002 $105,155
United Kingdom. . .. ... .. ... ... ... .. ..... 30,057 18,414 23,757
Other geographies. . . ....... ... ... ... ... ... .. 42,091 37.621 31,308

$200,319  $175,037 $160,220

(1) See Note 3, “Restatement of Consolidated Financial Statements,” in Notes 1o Consolidated Financial
Statements.

December 31,
_2006 2005
Long-lived assets (excluding goodwill):
United States . ... ... ... $3,083  $4,295
Intermational . . ... ... .. . e 1,732 749

$4815  $5044

The Company’s revenues are derived from software licenses, consulting and training services and customer
support. Although management believes that a significant portion of the Company’s revenue is derived from
TeamSite and WorkSite products and related services, the Company does not specifically track revenues by
individual products. It is also impracticable to disaggregate software license revenue by product. The Company’s
disaggregated revenue information is as follows (in thousands):

Years Ended December 31,

2006 2005 2004
As restated(1)
LiCenSe . vt $ 75678 % 67,754 $ 67,341
CUSIOMEE SUPPOIT . - v ot vt e e et et et e e 86,568 76,755 65,051
Consulting . ... ... e e 33,382 25,911 23,553
Training. .. ... e e e e e 4,691 4,617 4,275

$200,319  $175,037 $160,220
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(1) See Note 3, “Restatement of Consolidated Financial Statements,” in Notes to Consolidated Financial
Statements.’

18. Subsequent Events (unaudited)

The Company entered into an operating lease for the new headquarters facility in December 2006 and took
possession of the new headquarters facility in March 2007, whereupon the Company began construction of tenant
improvements in anticipation of its move into the new facility in July 2007. In accordance with Financial
Accounting Standards Board Staff Position No. 13-1, Accounting for Rental Costs incurred during a Construction
Period, the Company incurred additional rent expense of approximately $758,000 in the first seven months of 2007
associated with tenant improvements for the new facility, which amount was in addition to the rent due on its former
headquarters facility. The Company made tenant improvement to the new facility of approximately $9.3 million.
The Company also incurred moving costs of approximately $279,000 million in 2007.

On April 2, 2007, the Board of Directors appointed Joseph L. Cowan as Chief Executive Officer and as a
member of the Board of Directors.

On April 19, 2007, the Board of Directors appointed Roger J. Sippl to the Board of Directors.

In July 2007, the Company entered into an amended line of credit agreement with a financial institution. The
amended line of credit provides for borrowings up to $13.0 million until September 30, 2007 and up to $7.0 million
until July 31, 2008. The new line of credit provides for borrowings on terms similar to the Company’s previous line
of credit and expires in July 2008. Borrowings under the line of credit agreement are secured by cash, cash
equivalents and short-term investments. The line of credit bears interest at the lower of 1% below the bank’s prime
rate or 1.5% above LIBOR in effect on the first day of the term. The line of credit primarily serves as collateral for
letters of credit required by facilities leases. There are no financial covenant requirements associated with the line of
credit.

[n November 2007, the Company acquired Optimost LLC (“Optimost”), a provider of software and services
for Website optimization. In connection with the acquisition, Interwoven paid approximately $52.0 million in cash
for all of the issued and outstanding membership units of Optimost and vested options to purchase Optimost
membership units, and Interwoven assumed all of the outstanding unvested options to purchase Optimost
membership units.
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Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

INTERWOVEN, INC.

By: /s/ Joserd L. Cowan

Joseph L. Cowan
Chief Executive Officer

Date: December 14, 2007

Pursuant to the requirements of the Securities Exchange Act of 1934, this Annual Report on Form 10-K has
been signed by the following persons in the capacities and on the dates indicated.

Signature Title Date

_/s/Josepn L. Cowan . Chief Executive Officer December 14, 2007
Joseph L. Cowan

fs/ loun E, Cavonico, Ig. Senior Vice President and December t4, 2007
John E. Calonico, Jr. Chief Financial Officer
’ (Principal Financial and
Accounting Officer)

/st Bos L. Corgy Chairman of the Board of Directors December 14, 2007
Bob L. Corey
fs!/  CuarLes M. BOESENBERG Director December 14, 2007

Charles M. Boesenberg

/s RonaLp E.F. Cobp Director December 14, 2007
Ronald E.F. Codd

/s/  Frank J. Fanzieon, Jr. Director December 14, 2007
Frank J. Fanzilli, Jr,

s/ Roaer J. Steer, Director December 14, 2007
Roger I. Sippl

/s/  THomas L. THoMmAS Director December 14, 2007
Thomas L. Thomas
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EXHIBITS TO FORM 10-K ANNUAL REPORT
For the year ended December 31, 2006

Incorporated by Reference Filed

Number Exhibit Title Form Date Number ~Herewith
2.1 Agreement and Plan of Merger, dated October 17, 2007, by

and among Registrant, Broadway Merger LLC, Optimost LLC

and Mark Wachen, as representative 8-K 10/22/07 2.1
3.0l Registrant’s Fourth Amended and Restated Certificate of

Incorporation S-8 11/19/03 4.08
3.02 Registrant’s Amended and Restated Bylaws 8-K 4/25/07 3.01
4.01 Form of Certificate for Registrant’s common stock 5-1 09/23/99 4.01
10.01 Form of Indemnity Agreement between Registrant and each of

its directors and executive officers X
10.02* 1996 Stock Option Plan and related agreements S-1 07/27/99 10.02
10.03* 1998 Stock Option Plan and related agreements S-1 07/27/99 10.03
10.04* 1999 Equity Incentive Plan 10-Q 8/8/106 10.01
10.05% Forms of Option Agreements and Stock Option Exercise

Agreements related 1o the 1999 Equity Incentive Plan 10-Q 8/8/06 10.02
10.06% 1999 Employee Stock Purchase Plan X
10.07*  Forms of Enrollment Form, Subscription Agreement, Notice

of Withdrawal and Notice of Suspension related to the 1999

Employee Stock Purchase Plan S-1 09/03/99 10.05
10.08* 2000 Stock Incentive Plan 10-Q 8/8/06 10,03
10.09*  Forms of Stock Option Agreement and Stock Option Exercise

Agreements related to the 2000 Stock Incentive Plan 10-Q 8/8/06 10.04
10.10*  Forms of Incentive Stock Option Agreement and Nonstatutory

Stock Option Agreement under iManage, Inc. 1997 Stock

Option Plan 5-8 11/19/03 4.02
10.11*  iManage, Inc. 2000 Non-Officer Stock Option Plan and related

forms of stock option and option exercise agreements S-8 11/19/03 4.03
10.12¢ 2003 Acquisition Plan S-8 11/19/03 4.07
10.13*  Forms of Stock Option Agreement and Stock Option Exercise

Agreements related to the 2003 Acquisition Plan 10-K 3/13/06 10.13
10.14*  Form of Notice of Stock Option Acceleration and Share

Restrictions 10-K 3/13/06 10.14
10.15*  Regional Prototype Profit Sharing Plan and Trust/Account

Standard Plan Adoption Agreement AA #001 S-1 07/27/99 10.06
10.16*  Employment Agreement between Registrant and Scipio M.

Carnecchia X
10.17*  Employment Agreement between Registrant and John E.

Calonico, Jr. ’ X
10.18%  Separation Agreement and Release between Registrant and

Martin W. Brauns 10-K  03/13/06 10.19
10.19%  Offer Letter, dated March 16, 2007, between Registrant and

Joseph L. Cowan 8-K 04/02/07 10.1
10.20%+ 2007 Executive Officer Incentive Bonus Plan X
10.21*t 2007 Compensation Plan for Scipio M. Carnecchia X
10.22*+ 2007 Compensation Plan for Steven J. Martello X

10.23 Lease, dated December 20, 2006, by and between Registrant
and Silicon Valley CA-I, LLC 8-K 12/22/06 10.1




incorporated by Reference Filed

Number Exhibit Title ‘ Form Date Number Herewith
10.24 First Amendment to Lease, dated January 12, 2007, by and

between Regisirant and Silicon Valley CA-I, LLC X
10.25 Office Lease for 303 East Wacker, Chicago, Illinois between

303 Wacker Realty LLC and iManage, Inc. dated March, 17,

2003 (1) (1 D
10.26 First Amendment to Lease dated November 12, 2003 between

iManage, Inc. and 303 Wacker Realty LLC 10-K  03/15/05 10.27
10.27 Sublease between Hyperion Solutions Corporation and

iManage, Inc. dated January 17, 2002 (2) 2 @
21.01 Subsidiaries of the Registrant X
23.01 Consent of Independent Registered Public Accounting Firm X
23.02 Consent of Independent Registered Public Accounting Firm X
31.01 Rule 13a-14(a)/15d-15¢a) certification of the Chief Executive

Officer X
31,02 Rule 13a-14(a)/15d-15(a) certification of the Chief Financial

Officer X
32.01 Section 1350 certification of Chief Executive Officer X
32.02 Section 1350 certification of the Chief Financial Officer X

(1) Incorporated by reference to Exhibit 10.18 of the iManage, Inc. Annual Report Form 10-K filed with the
Commission on March 26, 2003.

(2) Incorporated by reference to Exhibit 10.13 of the iManage, Inc. Annual Report Form 10-K filed with the
Commission on March 29, 2002.

*  Management contract, compensatory plan or arrangement.

t Confidential treatment has been requested with regard to certain portions of this document, Such portions were
filed separately with the Commission.




STOCK PRICE PERFORMANCE GRAPH

The graph below compares the cumulative total stockholder return on our common stock from December 31,
2001 to December 31, 2006 with the cumulative total return on the NASDAQ Stock Market (U.S.) Index, and the
RDG Internet Index over the same period. The graph assumes the investment of $100 in our common stock and in
each of the other indices on December 31, 2001, and reinvestment of all dividends.

The comparisons in the graph below are based on historical data and are not intended to forecast the possible
future performance of our common stock. '

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*
Among Interwoven, Inc., The NASDAQ Composite Index
And The RDG Internet Composite Index

$200
—{1— Interwoven, Inc.
—x— NASDAQ Stock Market (U.S8.)
$150 —O— RDG Internet Composite
$100
$0

T 1 1 1 1 1
12/31/01 12/31/02 12/31/03 12/31/04 12/31/05 12/31/06

* $100 invested on 12/31/01 in stock or index-including reinvestment of dividends,
Calendar year ending December 31,

, 12301 | 3Lz | 123103 | 123H04 | 123105 | 123106
Interwoven, Inc. 100.00 | 26.69 33.16 27.93 21.74 37.65
NASDAQ Stock Market (U.S.) 100.00 | 71.97 | 107.18 | 117.07 | 120.50 | 137.02
RDG Internet Composite 100.00 | 74.19 | 104.93 | 116.40 | 11429 | 126.7]
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